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PART I—BALANCE-SHEET AND PROFIT-AND-LOSS 
ACCOUNT 


By J. P. FRIEDMAN 


A discussion of accounting investigations for refinancings, 
consolidations and mergers which would cover the many phases 
of this subject would take a long time. In fact, a good many 
: hours are often necessary for the consideration of a single new 
3 phase. In the brief time alloted to my part of the discussion it 
will be possible to bring out only a few of the high spots. 

As our president has told you, I will deal with the verification 
and adjustment of earnings as well as of the assets and liabilities. 
The two phases of the subject are so closely interrelated, as you 
know, that a great many of the points discussed will affect both of 
them. The discussion will be primarily from the point of view of 
earnings, as in most cases their verification and adjustment are the 
more important considerations in investigations of this character, | 
as securities are usually sold on the basis of earning power even 
though book value does have considerable weight. 


In the verification of earnings, if adjustments are necessary 

they will usually fall under two headings which may be designated 

a as accounting adjustments and refinancing adjustments. Ac- 
counting adjustments are those which are necessary to show the 


true financial condition of the business at the approximate date of 
the refinancing as well as the earnings for the period of years on a 
uniform basis. In other words, they are the changes which prob- 
ably should have been made by the company itself had a uniform 
basis been used throughout. Refinancing adjustments are those 
which result from changes in the company’s financial structure 
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and business as contemplated in the contracts for the refinancing. 
In some instances only one of the classes of adjustments will be 
employed, while in a great many cases both classes will be found 
necessary. 

ACCOUNTING ADJUSTMENTS 


Ordinary accounting adjustments.—The verification of earnings 
will usually be for a period of from three to five years. The 
method of verification in a refinancing is practically the same as 
in the case of a periodic audit. The auditor will meet the usual 
problems, some of the more important of which may be enu- 
merated as follows: 

1. Are the inventories stated correctly not only as to calcula- 

tion, but also as to price and particularly as to quantity? 

2. Has a sufficient charge been made against profits for doubt- 

ful accounts? 

3. Are the depreciation rates approximately correct? 

4. Have any repairs been capitalized or, on the other hand, 

have any capital expenditures been written off? 

5. Have prepaid expenses and supply inventories been in- 

cluded as assets? 

6. Have accruals of expenses been recorded and have all other 

expenses been provided for? 

7. Is the charge against profits for federal taxes on income 

sufficient? 

8. Have reserves been provided in all other instances in which 

necessary ? 

In considering questions of this character in relation to the 
verification of earnings, the auditor must be particularly careful, 
since he must be certain not only that the profits are correctly 
stated for a particular year, but that they are determined on a 
similar basis for the entire period of years. A simple illustration 
may be given of an auditor finding that a considerable reserve 
for doubtful accounts had been provided in some year when the 
management felt extremely conservative and that at the end of 
the next year it was found that the reserve was still sufficiently 
high, and, therefore, no addition was made thereto. In such a 
case the profits, if not adjusted, would have an excessive charge 
for doubtful accounts in one year and none at all in the next. 

Let us consider another illustration. A business may have been 
accustomed to charging off certain expenditures for equipment 
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which in the opinion of the auditor might properly have been 
capitalized. It may be found that in a poor year the practice had 
been changed and similar items actually capitalized. In stating 
the earnings over a period of years, a true picture will not be pre- 
sented unless the accounts of the poor year are adjusted in this 
respect to the basis used in prior years, or unless the profits of the 
prior years are adjusted to the basis later adopted, at the same 
time writing off depreciation in each year on the additions of all 
prior years. 

Similarly, a company may carry its operating accounts on the 
basis of standard costs. It may be found that the standard price 
for the principal raw material was not only below market but also 
below cost, and the valuation thus placed upon the inventories 
may be accepted without change because it is conservatively 
stated. However, unless a similar degree of conservatism is found 
in the valuation of the subsequent year’s inventories, it is evident 
that profits will have been shifted from one year to another. 

The entire question of shifting profits from year to year is a 
particularly perplexing one as it is often accomplished under the 
guise of conservatism. It may be brought about by the under- 
valuation of inventories and of other assets and by the over-pro- 
vision for liabilities in a good year with their approximately correct 
statement in a subsequent year, resulting in an overstatement of 
profits in the subsequent year. It is difficult to draw a line to 
indicate where conservatism ends and misstatement begins. If 
there is a serious doubt, there is hardly a question that the con- 
servative method should be adopted, but the auditor should 
guard against the shifting of profits. 

It is not unusual in many annual published statements to see 
surplus adjustments due in the main to the discovery of items 
applicable to previous periods. It is almost needless to say that 
in restating the profits over a period of years, such surplus ad- 
justments should be deducted from or added to the profits of the 
particular year to which they apply. Should the business have 
provided a reserve for contingencies or other general reserves of 
this character out of surplus, any charges against such reserves 
should also be applied to the particular years affected. 

}' Before I leave the subject of the ordinary accounting matters 
that arise in the type of work under discussion, it might not be 
amiss to say a few words about inventories. We have heard a 
great deal of discussion in recent years about the auditor’s duty 
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in relation to their verification. Particularly in work of this 
character, correct statement of inventories is usually of prime 
importance. The auditor should rot be satisfied with a test of 
extensions and footings. Much may be found by examining the 
basis of pricing and the method of arriving at the quantities. 
Published quotations, instructions for inventory-taking, cost 
records, stock books, receiving records, sales books and other 
available data will be found which usually will be of inestimable 
assistance. The importance of the verification of inventories can 
hardly be overemphasized. 

Special accounting adjustments——We now come to a class of 
accounting adjustments that is rather troublesome in view of the 
fact that alternative methods of handling them may be acceptable 
to the auditor. As an illustration, some businesses capitalize 
expenses during construction while others charge them against 
profits. In restating the profits for the purpose of refinancing, an 
organization that has been charging these expenses against profits 
may well request that they be added back and considered a 
portion of the capital expenditures. Particularly if several 
businesses are being examined at the same time for the purpose 
of consolidation, some of which have adopted one practice and 
some the other, it is difficult to object to either practice, although, 
of course, the auditor usually prefers the more conservative one. 

Similarly, a business selling on the instalment plan may have 
followed the practice of including profits from such sales in earn- 
ings only to the extent of collections. At the time of an examina- 
tion for a refinancing it may wish to change so that profits on this 
class of sales are included in full, subject, of course, to the provi- 
sion of proper reserves for returns, collection expenses and 
doubtful accounts. 

Another illustration may be cited of a company having a sub- 
stantial interest, say in excess of 80 or 90 per cent., in a subsidiary 
whose earnings had been included in those «* the parent corpora- 
tion only to the extent received through the payment of dividends 
by the subsidiary. The parent corporation, in the case of a 
refinancing, might well argue that its full proportion of the 
earnings of the subsidiary should be taken up, rather than merely 
the dividends received. 

I might use as a further illustration a situation like the following 
which was encountered. A company moved from a small build- 
ing to one several times as large. The company did not have 
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much available cash and a real-estate owner in the city had 
erected the new building for it under a long-term lease. Under 
the provisions of the lease the company paid a rental of 5 per 
cent. on the specified value of the land and, in addition, in lieu of 
a rental for the building, agreed to pay the interest on $1,500,000 
of bonds which had been issued against the value of the building 
by the lessor and also to reimburse the lessor for the full value of 
the bonds redeemed by him as they became due. The bonds 
matured serially over a twenty-year period, and, as they were 
maturing, the company charged the principal amount of these 
bonds against profits as rent of the building, as well as the de- 
creasing amount of interest on the bonds which remained out- 
standing. Asa matter of fact, had this practice been continued 
for the remainder of the twenty-year term, the company would 
have been in the position of charging the principal of these bonds 
amounting to $1,500,000 against profits in twenty years, without 
a corresponding amount thereafter, whereas the building would 
probably last nearer fifty years. The company took the position 
that in equity its practice should be reversed and that the amount 
paid for the redemption of bonds in excess of one-fiftieth for each 
year of the $1,500,000 should be treated as a prepaid expense and 
that a similar adjustment should be made to spread the interest 
on the bonds ratably over the fifty-year period. 

In dealing with questions of the type illustrated it is difficult 
to lay down a definite rule. The character of the proposed refi- 
nancing and the past record of conservatism on the part of the 
principals in the transaction will furnish the principal guides. 


REFINANCING ADJUSTMENTS 


So far we have dealt with the first class of adjustments— 
accounting adjustments. If these are applied to the profits per 
the books, the adjusted figures will reflect the profits as they 
would have appeared had they originally been stated on a uniform 
basis. We now come to the second class of adjustments— 
refinancing adjustments—which result from changes in the 
company’s financial structure and business as contemplated in 
the agreement covering the refinancing. Such adjustments 
usually vary considerably, and the best that can be done at this 
time is to point out a number that are typical. 

Officers’ compensation.—In many closely owned businesses 
the compensation of officers, whether in the form of salaries, 
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bonuses, payment of life-insurance premiums or some or all of 
these combined, may be found, in effect, to represent a partial 
distribution of profits, the total compensation being higher than 
that normally paid for the management of similar businesses. 
The officers may, when the flotation of the securities is being 
considered, agree for the future to draw amounts that more 
nearly approximate the compensation of others similarly situated. 
On the other hand, instances may be found in which the com- 
pensation deducted from profits for officers has been inadequate. 
It is well, if either of these conditions exists, to adjust the com- 
pensation to an equitable basis approximating that agreed to 
between the officers and the investment bankers. As part of the 
agreement the bankers usually ask that a contract for a definite 
period on a specified basis be entered into with the principal 
officers and executives. 

Replacement of borrowed capital—rThe refinancing may con- 
template the retirement of a certain amount of borrowed capital 
and the substitution therefor of another amount at a different 
rate of interest. In restating the profits over a period of years, 
it may be necessary in such a case to adjust the profits accordingly. 

Activities discontinued.—Certain activities such as the manu- 
facturing of a portion of the product sold—whether profitable or 
otherwise—may be discontinued as contemplated in the re- 
financing. In this instance also it may be necessary to adjust the 
profits to the changed status by excluding the results from the 
operations of the activities to be discontinued. This will often be 
a difficult task unless the business is highly departmentalized. 

Special investments withdrawn.—Similarly, if special invest- 
ments which do not form an integral part of the business and 
which were owned for the entire period under examination are 
withdrawn by agreement, it will also be necessary to adjust 
profits to give effect to the new situation. 

Withdrawal or introduction of real estate—The land and 
buildings used by the business may be owned by it, and it may 
be decided as part of the refinancing to sell them or to have the 
principal stockholders withdraw them and the corporation rent 
them thereafter. In such circumstances it will be necessary to 
deduct from profits the new rental to be paid, in lieu of the taxes, 
interest and depreciation formerly charged against the business. 
On the other hand, if the plan contemplates the purchase of the 
property used by the business, which had formerly been rented, it 
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will be necessary to add back to profits the rent paid and deduct, 
in lieu thereof, the expenses which would have been incurred for 
taxes, interest and depreciation. 

Depreciation.—In many instances at the time of the merger, 
reorganization or consolidation of businesses, the fixed assets are 
appraised and set up at the higher valuations. In such cases in 
the past it has been customary to credit the increase in value to 
a special account known as ‘‘Surplus arising from appreciation,” 
“Capital surplus,” “Property surplus” or by some such other 
name. Thereafter depreciation on the amount of this apprecia- 
tion would be charged against this special surplus rather than 
against profits. In recent years, particularly with the change 
in the general corporation law creating no-par-value stock, it 
has become questionable whether such a special surplus has any 
legal significance, and eminent counsel have advised that the full 
amount above the stated value per share, whether arising from 
appreciation or not, is available for dividends. Accordingly, in 
some instances the credit for appreciation has been made to a 
general and undifferentiated surplus account and depreciation 
on the appreciation has been charged against profits instead of to — 
special surplus. From the point of view of profits this is more 
conservative in any event and is preferable to the use of one 
standard in the balance-sheet and another in the profit-and-loss 
account. In these circumstances, in stating the profits over a 
period of years prior to the time of the appraisal, it is necessary 
to reduce the profits by depreciation in an amount similar to 
that which will be deducted in future years as depreciation 
on appreciation. The object is to place the earnings of past 
years on the same basis as that which will be adopted in the 
future. 

Changes in capital—As a result of the refinancing, capital in 
the form of cash may be introduced into the business. The 
question arises whether any adjustment of prior-year earnings 
shall be made if this is the case. In most instances if the amount 
is small nothing is done, but if the amount is substantial the 
profits are increased by interest on this amount at a specified 
rate, a full disclosure of the increase appearing in the certificate 
of the auditor and in the prospectus. 

The question then arises whether the profits of prior years 
should be reduced if a portion of the capital of the business is 
withdrawn as a result of the refinancing and, if so, by what 
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method. The answer is in the affirmative, of course, but the 
method is rather complicated. The first reaction usually is to 
determine what percentage of the total capital as of the date of 
the examinatior is being withdrawn and to reduce the profits of 
all previous years by this percentage; if the business has a net 
worth of $10,000,000 and $1,000,000 is being withdrawn, the 
profits of all years, it is felt, should be reduced by 10 per cent. 
Suppose, however, that an amount greater than this $1,000,000 
has been invested during the entire period under consideration in 
securities yielding only 5 per cent. on the average and that the 
average earnings on the total capital have been 15 per cent? 
Would it then be equitable to make the adjustment on the 
proposed basis? On the other hand, also consider that instead of 
withdrawing $1,000,000 as a result of the refinancing agreement, 
the company had declared a cash dividend of $1,000,000 at the 
end of the last fiscal year. Would an adjustment of profits then 
have been thought necessary even though the effect to the 
individuals would have been the same? The problem is not 
really as simple as it seems at first glance. 

The amount to be deducted from profits should be calculated 
by determining the average rate that the company has earned on 
the money to be withdrawn; the profits should be reduced only 
to that extent. If the money was invested during the entire 
period in marketable securities the adjustment is relatively 
simple, as the average rate of income from these securities can be 
found readily. If during part of the period, however, the com- 
pany needed all its cash for its business, and part of the money 
being withdrawn was so used, the adjustment should be made on 
the basis of a pro-rata share of the earnings as a whole. If the 
money to be withdrawn is less than the earnings of the last year 
not paid out in dividends, then only the earnings of the last year 
need be adjusted, as obviously no income could have arisen in 
the previous years from the money so withdrawn. On the other 
hand, if dividends are paid in the last year in excess of the earnings 
of that year, it will be necessary, in stating the earnings over a 
period of years, to reduce the earnings of the last year and also 
of the previous one, since the company will have a lower net 
worth with which to commence business at the beginning of the 
coming year. 

Propriety of refinancing adjustments.—There has been some dis- 
cussion in the past as to the propriety of making any adjustments 
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of the class designated as refinancing adjustments. In fact, 
the New York stock exchange has recently promulgated a rule 
to the effect that the prospectus must show the profits before 
and after such adjustments, if the securities to be offered are 
to be handled by any of its members. However, the nature 
of some of the reorganizations, consolidations and mergers is such 
that, unless such adjustments were made, the composite picture 
of profits presented would not be nearly as effective in indicating 
what had occurred in the past and what might be expected in the 
future. It is well, however, to make such adjustments sparingly. 


BALANCE-SHEET 


Some of the more important matters arising in relation to the 
verification of earnings have now been discussed and the verifica- 
tion and adjustment of the balance-sheet items can next be taken 
up. On the whole the method of verification is again similar to 
that employed in ordinary periodic examinations. In discussing 
the profit-and-loss accounts, quite a number of matters were 
mentioned which, of course, also affect the balance-sheet. There 
are only a few additional ones to which reference need be made. 

In setting up the surplus it has been said that no distinction 
need be made in New York state between surplus arising from 
earnings and that derived from appreciation if the outstanding 
capital stock of the company is of no par value. This statement 
was made because the law recognizes no distinction between the 
two classes of surplus. As a matter of conservative finance, 
however, it is questionable whether directors would be justified 
in declaring as dividends surplus arising from appreciation. 
It would be well for the auditor to show somewhere in his report 
an analysis of the surplus account into its various classes for the 
use of the directors of the company, although for the purpose of 
the prospectus this may not be obligatory. 

If the entire capital stock of a company is acquired by another, 
particularly if the other issues in exchange for it capital stock 
of no par value, the auditor will be faced with the task of de- 
termining the values at which to set up the assets of the com- 
pany acquired. Little difficulty will be encountered except as 
regards fixed assets for which it will usually be a case of deciding 
between cost less depreciation and appraised values. In the past 
cost less depreciation has been, on the whole, the favored 
method but it is doubtful whether this gives the most satisfactory 
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results. We might consider the case of a company to be acquired, 
the buildings of which were erected about the beginning of the 
present century, and the cost of which, therefore, is exceedingly 
low due to the subsequent decrease in the purchasing power of 
the dollar. Depreciation on the basis of cost will be considerably 
lower than upon present-day appraisals. If a company has 
various types of fixed assets acquired in years of wide fluctuation 
in the purchasing power of the dollar, is the depreciation charge 
equitable? If the parent corporation was recently reorganized 
and has included its fixed assets on the basis of appraisals and 
proceeds to place upon its books the fixed assets of the company 
to be acquired, for which purpose it continues to use the cost to 
the subsidiary less depreciation, just what does the combined 
depreciation charge represent? 

Consider another instance in which a corporation plans to 
abandon its building at the end of a twenty-one year lease and 
proceeds to write off its cost over that period. Toward the end 
cf the period its capital stock is acquired by another corporation. 
If the new corporation, in setting up the value of the assets of the 
subsidiary, includes the building at the depreciated cost shown on 
the books of the subsidiary, which is almost zero, will the com- 
bined depreciation charge be equitable? 

In view of business cycles and the consequent changes in the 
purchasing power of the dollar, is it not fairer to use appraised 
values wherever possible? It is recognized that there are some 
appraisal companies whose figures, to say the least, must be 
accepted with some reservation, but, on the other hand, unfor- 
tunately, are there not some public accountants toward whom the 
same attitude must be adopted? There are some appraisal 
companies who proceed with their work with a thorough knowl- 
edge and a full realization of their responsibilities. Their figures 
may be accepted and the auditor on the whole will find that the 
statement that he will prepare as a result will show a truer picture 
to the management and to the investing public. The proper 
presentation of facts, after all, is the object of our work. 
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PART II—TAX PHASES AND CERTIFICATION OF 
RESULTS 


By WaL_tTER A. STAUB 


Federal income taxes might be thought to have lost their im- 
portance for business, now that the heavy profits taxes are 
no longer in force, yet, when we realize that even at the present 
time between a seventh and an eighth of the net income of every 
business corporation is being taken in federal income tax alone, 
we see that it is a vital element in a statement of financial condition 
or in a statement of earnings. 

I venture to say that, if prior to the war anyone had been 
rash enough to suggest taking any such proportion of corporate 
incomes in federal taxation and had any thought that it was seri- 
ously contemplated, or that in a few years it would actually be 
done, the impression would have been widespread that the country 
was rapidly approaching a socialistic state. Yet we are accepting 
it as a more or less settled policy as far as the national government 
is concerned at this time. 

In addition, when as accountants we are dealing with income 
taxes, we have to consider not merely the current rate, but in 
some cases we will find the taxes for past years to be an important 
factor in the financial position. Only this past week, in relation 
to an examination that my own firm was making for refinancing 
purposes, the bankers asked us to give them not merely a certifi- 
cation of the balance-sheet, which we would have given in due 
course in any event for publication in the prospectus, but also a 
letter directed to the bankers stating our conclusions with respect 
to the tax liability of the company that had been under examina- 
tion. We were particularly asked to state whether or not we be- 
lieved that there was prospect of any material amount of additional 
assessment because of the taxes of prior years which might have 
either been examined by the treasury and have been under dis- 
cussion with it, or for years which might not as yet have even been 
examined by the treasury department. 


*An address delivered at a meeting of the New York -\~] Society of Certified Public 
Accountants, New Me TP Piindeent re 1926. It was intended by means of this paper and the 
one by Mr. Friedman to cover the entire field of the subject discussed. 
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EFFECT OF TAXES ON THE BALANCE-SHEET 


The tax liability in the balance-sheet falls into two general 
classes. One is the liability for the assessments which may have 
been made in the current year and which are to be paid in ordinary 
course, but which, because of the use of the instalment basis, may 
not yet have been paid at the date of the balance-sheet. Of . 
course, if the balance-sheet is at the close of the fiscal year of the 
company, there ought to be no unpaid instalments, but under the 
1926 act it is feasible not only to get a special extension in case of 
hardship resulting from a deficiency assessment for which pro- 
vision was made in the prior act as well, but also to get an ex- 
tension up to six months on current instalments. The latter 
would hardly be availed of excepting in the case of a financially 
weak company. It has been my observation, and I assume that 
of many others here, that it is in the case of the financially weak 
company that we especially have to watch all the different angles 
and loopholes whereby liabilities might be omitted from the books 
or in some way or other the financial position might be not com- 
pletely reflected in the accounts. 

Almost invariably one finds that the practice of profitable and 
successful concerns is different. My own opinion is that con- 
servative accounting practices and good business management 
very often go together. The management that continually faces 
conditions as they are and does not try to pull the wool over its 
own eyes is likely to be both the one following conservative prac- 
tices in its accounts and the one which is getting satisfactory 


business results. 


It is important to see that any unpaid instalments are reflected 
in the accounts or in the balance-sheet which is to be certified, and 
also that provision is made for the accrued tax on the earnings of 
the current year for which a return has not yet been made, be- 
cause of the fact that returns are not due until some months after 
the close of the fiscal year of the company. If the balance-sheet is 
being made at a date other than the close of the fiscal year, there 
may also be tax accrued on profits earned during the current year 
to date. These elements of the tax liability, however, do not as 
a rule give the accountant much trouble. By referring to copies 
of the tax returns on file, by looking up the instalments already 
paid, or, if he deems it necessary, by communicating with the 
local collector of internal revenue through the client, the accou.t- 
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ant can ascertain to his satisfaction the amount of tax which should 
appear as a liability on account of the current situation. 

The real difficulty usually arises in relation to possible adjust- 
ments that may eventually become additional assessments, par- 
ticularly as some three, four or five years, or sometimes even six 
years after the return has been made, the treasury may determine 
that there is a large additional tax which ought to be paid. 

I think that when our profits taxes were first imposed, back in 
1917 and 1918, it took the bankers a little time to realize that here 
was a new element in the financial situation that called for their ° 
very careful consideration. In fact, some concerns for a time 
did not make any provision in their balance-sheets for the tax 
payable on the income of the year at the close of which the 
balance-sheet was being stated, their argument being that due to 
the tax payments being spread over the following year the tax was 
actually being paid out of the following year’s income. However, 
I think it is generally agreed by accountants that this is a fallacy 
and that the tax accrues in the same period in which the income is 
earned. Bankers now take a serious view of the possibility of 
additional tax for prior years, particularly those going back to the 
profits-tax years. When one realizes that in some cases the 
additional taxes proposed have amounted to some millions of 
dollars for two or three years, he sees the seriousness of that ele- 
ment in considering a financial position. 

The question is how far the accountant ought to go and what 
he can do to determine what the real liability is in a case of that 
kind. My own feeling is that this is an item or element in a 
financial statement about which there is no one better qualified 
to examine into the facts and express an opinion than the account- 
ant. Wherever it is feasible to do so, I think the accountant 
ought himself to examine the situation and determine whether 
in his opinion there is any likelihood of a material amount of 
additional tax being assessed. 

Sometimes the accountant may encounter a situation where his 
instructions limit him somewhat as to what he may do in that 
case. The client may feel that, the matter of the taxes being in 
the hands of legal counsel, the accountant should be satisfied with 
an opinion of counsel as to the probability or otherwise of any 
additional taxes for prior years. That might be all right if all 
lawyers were qualified to deal with income-tax problems, but, as 
we know, a great many lawyers prefer not to deal with tax prob- 
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lems, presumably because they have either not had the accounting 
training essential to the proper grasp of the subject, or because 
they do not want to enter into the degree of specialization which 
the subject requires. 

I noticed a rather interesting paragraph in a certification that 
has appeared for several years on the balance-sheet of one of the 
largest corporations in the country. The paragraph reads: 


ficient to meet any tax adjustments oy to prior years, since the 
corporation has a special department to handle such federal tax matters.” 


This qualification indicates the conviction that the firm of 
accountants which drafted it feels—and the conviction which I 
share—that wherever there is either serious question, or a total 
inability on the part of the accountant (whether by limitation of 
his examination or for any other reason) to determine to his own 
satisfaction the extent of the probable or possible liability for 
taxes for earlier years, a qualification should appear. 

A procedure which has been resorted to in some cases (we have 
done it in our own office on a number of balance-sheets where 
there has been additional tax proposed by the treasury depart- 
ment, but the outcome is uncertain) is to make a note on the 
balance-sheet indicating the proposed tax as a contingent liability. 
It is hardly fair to ask a client to set up a direct liability for a tax 
merely threatened by the treasury department, unless one is 
absolutely satisfied that most or all of it will have to be paid 
eventually. 

I presume most of us have had sufficient experience with the 
treasury department to know that the amount of tax proposed 
in any given instance is ordinarily not a conclusive indication of 
what will eventually have to be paid. Nevertheless, the possi- 
bility has to be reckoned with just as it does in the case of any 
contingency that is involved in the financial position which is 
under examination. 

Then there should be considered not only the additional tax for 
years which may have already been the subject of examination by 
the treasury, but also any additional tax which may eventually 
develop for other years not yet under review. In my opinion, the 
accountant should endeavor to satisfy himself by his own review 
as to the amount of additional tax which may be reasonably in 


prospect. 
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EFFECT OF TAXES ON THE INCOME ACCOUNT 


Now, when it comes to the earnings statement, the element of 
taxes is also an important consideration. With the profits-tax 
years being left farther and farther behind us, it is not quite so 
vital a consideration as it was for a time, but it still needs serious 
consideration especially where the earnings are being stated over 
a period of years going back to the profits-tax years. 

A practice developed for a time, which is still being used to 
some extent—perhaps rather slight now—of stating the earnings 
on the basis of taxes being charged against the income at the rates 
now in force rather than at the rates at which the tax was paid 
during the years for which the earnings are being stated. I have 
always had some reservation in my mind as to the soundness of 
that practice. I can see that there is real justification for it in 
some cases, but I can see that in others it is not a sound practice. 
The abnormal conditions that gave rise to abnormally large 
earnings were the same conditions which also gave rise to abnorm- 
ally high tax rates and in some instances, at least, it seemed to 
me misleading to hold out in effect to prospective investors that 
income was likely to be realized in the future at the high earnings 
rates of the past, but that the tax would be paid only at the very 
much lower rates now in force because of the elimination of the 
profits taxes. 

I doubt whether it is feasible to lay down a hard and fast rule. 
Each case needs to be considered on its own facts, but I think it 
is a practice that ought to be used with caution. To be sure, the 
responsibility for the use of this practice probably falls on the 
banker more than on the accountant, but the accountant today 
is more of an advisor than ever he has been before, and the banker 
and the lawyer are usually glad to get the accountant’s view on a 
matter of this kind and certainly pay a great deal more attention 
to the accountant’s views on matters of policy, even in the prepa- 
ration of a prospectus, than was true a relatively few years ago. 

Another practice which we may consider with reference to the 
stating of earnings and the relation thereto of taxes in earnings 
figures in prospectuses, is that of stating the earnings before de- 
ducting income tax payable thereon. There are some cases in 
which that is a permissible practice. For instance, where the 
earnings are being stated with a view to their application to bond 
interest, there seems to be a tenable argument for stating the 
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earnings before taxes, assuming always, of course, that it is made 
perfectly clear that the earnings are being stated on that basis. 

Bond interest or note interest is a deduction in the tax return, 
and consequently no tax will be payable until the earnings exceed 
the bond or note interest. Accordingly the relation between the 
amount of earnings which may be available for interest and the 
amount of that interest is perhaps shown in a more informative 
way for the investor, and in a perfectly fair way from the view- 
point of the obligor on bonds or notes, than if the earnings are 
stated after deducting taxes. Of course, to state them after 
taxes is more conservative, but I am speaking of what may be per- 
missible and proper. 

There is one class of taxes other than our own federal income 
tax where, in determining the amount of tax reserves for the bal- 
ance-sheet or of the taxes to be applied in stating earnings, the 
accountant may have to rely on the opinion of counsel, and that 
is in examinations made abroad. Those accountants who have 
been handling engagements in Germany particularly have been, 
I think, finding that there, because of the complexity of the tax 
situation and the need for intense specialization in consideration of 
the legal features, it is necessary to rely primarily on the opinion 
of counsel with respect to the amount of tax that will probably be 
payable, for instance, under the Dawes plan. It is regarded as 
good practice in certifying either balance-sheet or earnings for 
the accountant to indicate the authority for the provision which 
has been made for that type of tax. 


TAX SUGGESTIONS 


There is one other way in which the accountant has contact 
with the tax features of the kind of transactions to which I have 
been referring, namely, refinancing, consolidations and mergers, 
particularly the latter two. I have mentioned the advice he may 
be able to give advantageously as to the form that the transactions 
shall take. There have been a number of instances during the 
last few years where tax has been paid because of the form in 
which transactions have been carried through, which could readily 
have been avoided or could have been successfully avoided, even 
if not readily, by a study and consideration of the situation by 
some one thoroughly conversant with the tax features of such 
transactions. For instance, in consolidations or similar transac- 
tions property is transferred by one corporation to another in such 
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a way as to result in a closed transaction, and a tax is imposed on 
_ the transferor, when the transaction could be worked out so that 

instead of a tax on the transferor (vendor) corporation and an- 
other on its stockholders on distribution of the proceeds, the 
stockholders of the vendor corporation in effect would make the 
transfer and only one tax would be imposed. 

Everything of that kind is a study in itself, and it is hardly 
feasible to go into the details, but it is just in such matters that 
the accountant can be of very great value to the business and 
financial world. It has been in matters of that kind that the 
accountant in recent years especially has been proving himself 
to be much more than a mere arithmetician or a mathematical 
wizard, and has been demonstrating that he is a man of broad 
insight into the matters that come within the scope of his ob- 
servation and study, and that he can make practical sugges- 
tions as well as deal with the mere technical or theoretical side of 
accounts. It has been the experience in our office that sug- 
gestions along the line of the form which transactions may take 
to minimize the taxes are usually welcomed. 


FORM OF CERTIFICATES 


Limitations of time will permit only of throwing out one or 
two suggestions on the form of certification, whether of the 
balance-sheet or of the earnings statement. We are all agreed 
that a fundamental requirement for accountants’ certificates, and 
especially those which are appended to so-called modified balance- 
sheets and modified earnings statements, is that they shall be def- 
inite and informing and shall not withhold information which is 
essential to the correct understanding of the financial statement. 

Here, again, a great deal of judgment is necessary. In some 
cases of refinancing or of consolidation or merger, if one wanted 
to put into the heading of the modified balance-sheet, or in the 
certification, all the details of the transactions which are involved,. 
one might have a page or two filled with descriptions of such 
transactions. Judgment must be exercised to determine just 
what a reasonable disclosure does actually require. 

This much is certain, that where a balance-sheet is being pre- 
pared or stated which gives effect to transactions after its date, 
or where the earnings are being modified in any way from the 
figures actually experienced in the past, that fact or that series 
of facts must be clearly brought out. Such a statement, whether 
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a balance-sheet or an earnings statement, should not be open to 
the construction by a reasonably careful reader that it is an 
unmodified balance-sheet or earnings statement, and there 
should be sufficient description of the character of transaction, 
not necessarily the minutiae thereof, to make clear what has 
been given effect to in preparing these modified statements. 

I might use as an illustration the sale of a bond issue. The 
heading of the balance-sheet or the accountant’s certification 
should show if it is a fact that effect is being given to the sale of 
the bond issue and the introduction of the proceeds into the cor- 
poration’s balance-sheet. On the other hand, I think it is the 
consensus of opinion among accountants that the price at which 
the bond issue is sold need not be shown. The effect of the 
price is reflected in the dollars and cents that modify the balance- 
sheet and that is sufficient disclosure or paints the picture suffi- 
ciently for the prospective investor. 

Disclosure of the modifications of the earnings to which 
effect may be given in the earnings statement is very important. 
There is an increasing tendency to modify earnings figures in 
stating the experience of the past as basis for expectations of 
future results. One tendency that seems to be on the increase is 
to eliminate from the actual earnings of the past so-called non- 
recurring charges on the assumption that they will not be incurred 
in the future. The accountant needs to be on his guard to be sure 
that they are actually charges which in all probability will be 
non-recurring, and the fact that they are excluded must be clear 
from the certification. Where additional income is introduced, 
as, for instance, the allowance of an assumed rate of earning or of 
interest on the new capital that is being put in, it is exceedingly 
important that this fact be clearly brought out so that the in- 
vestor may see that the earnings figures reported to him, as it 
were, are not the precise earnings of the past, but to some 
extent give effect to anticipations of future conditions. 

In considering the subject of modified balance-sheets the follow- 
ing rules which a special committee of the American Institute of 
Accountants, in codperation with bankers, suggested several years 
ago for the guidance of members of the Institute are of interest: 


1. The accountant may certify a statement of a company giving effect 
as at the date thereof to transactions entered into subsequently only 
under the following conditions, viz.: 


(a) If the subsequent transactions are the subject of a definite (preferably 
written) contract or agreement between the company and bankers 
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(or parties) who the accountant is satisfied are responsible and able 
to carry out their engagement, 

(b) If the interval between the date of the statement and the date of the 
subsequent transactions is reasonably short—not to exceed, say, 
four months, 

(c) If the accountant, after due inquiry, or preferably after actual in- 
vestigation, has no reason to suppose that other transactions or 
developments have in the interval materially affected adversely 
the position of the company; and 

(d) If the character of the transaction to which effect is given is clearly 
disclosed, i e., either at the heading of the statement or somewhere in 
the statement there shall be stated clearly the purpose for which the 

statement is issued. 


2. The accountant should not certify a statement giving effect to trans- 
actions contemplated but not actually entered into at the date of the 
certificate, with the sole exception that he may give effect to the proposed 
— of the proceeds of new financing where the application is 

early disclosed on the face of the statement or in the certificate and the 
accountant is satisfied that the funds can and will be opened in the manner 
indicated. It is not necessary that the precise liability shown in the 
balance-sheet before adjustment should actually be paid out of the new 
money. It is sufficient, for instance, where the balance-sheet before the 
aeage shows bank loans, if the proceeds are to be applied to bank 
loans which are either identical with or have replaced the bank loans 
actually outstanding at the date of the balance-sheet. Ordinarily, how- 
ever, the accountant should not apply the proceeds of financing to the 
payment of current trade accounts payable, at least not against a normal 
volume of such current accounts payable, because there must always be 
such accounts outstanding and the application of new money against the 
outstandings at the date of the balance-sheet results in showing a position 
which in fact could never be attained. The accountant may usually best 
satisfy himself that the funds will be applied as indicated by getting an 
assurance from the issuing house on the point. 

3. In any description of a statement or in any certificate relating thereto 
it is desirable that the past tense should be used. It should also be made 
clear that the transactions embodied have been definitely covered by 
contracts. 

4. When the accountant feels that he can not certify to such a ry a 
thetical statement, probably because of the length of the period which 
elapsed since the accounts have been audited, he may be prepared to 
write a letter, not in certificate form, stating that at the request of the 
addressee a statement has been examined or prepared in which effect is 
given, in his opinion correctly, to pro transactions (which must be 
clearly specified). Such letters should be given only in very special 
cases and with the greatest care. 


The report of the committee above referred to included il- 
lustrations of balance-sheet and certificate and of a letter coming 
within the terms of the above rules. The complete report of the 
committee, which constituted a helpful service to the accounting 
profession, is found on pages 167-170 of the 1923 year-book of the 
Institute. 
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Significant Developments in American Industry 
and Accounting* 


By F. R. CARNEGIE STEELE 


The origin of accounting was doubtless contemporaneous with 
the origin of commerce and credit, and it is well known that the 
double-entry principle that still remains the foundation of all 
modern bookkeeping was devised and practised successfully in 
Italy 500 or 600 years ago, approximately when the Venetian 
merchants, who then dominated the world of commerce, found it 
necessary to adopt the Arabic figures that we now use, in place of 
the cumbersome Roman system of numeration. In more recent 
times the most significant factor in the development of the science 
and practice of accounting was the industrial revolution in 
Europe, which, resulting from Watt’s invention of the steam en- 
gine in 1769, marked the inauguration of the so-called ‘factory 
system,’’ whereupon manufacturing processes, conducted mainly 
as domestic activities, were transferred to factories utilizing me- 
chanical power and equipment and employing paid workers in 
large groups. Thus, with the growth of the factory system and 
the rapid expansion of various types of industry, the need for more 
elaborate and more precise forms of accounting than formerly 
were necessary became increasingly apparent, although such 
evolution of accounting was not rapid in the United States and 
for many years failed to keep pace with the country’s remarkable 
industrial and commercial development. 


RECENT INDUSTRIAL INNOVATIONS 


Within the past twenty-five years, however, and more especially 
during the post-bellum period, highly significant changes have 
occurred in American industrial and commercial life. These 
have been accompanied by equally noteworthy developments and 
improvements in the science and practice of accounting, and by a 
widespread recognition of the paramount importance of accurate 
accounting methods, not only for those actually engaged in 
industrial and financial enterprises, but also for investors, cus- 
tomers, employees, the courts, the regulatory commissions, 
taxation authorities and the general public. 


* Address delivered at the annual meeting of the Associated Industries of Massachusetts, Boston, 
October 20, 1926. 
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Among comparatively recent industrial changes in America 
may be noted the inception and growth of entirely new industries 
of great magnitude, such as those producing calculating machines, 
motor cars, airplanes, moving pictures, radios, oil combustion 
heaters, electric refrigerators, etc., all of which have opened wholly 
unanticipated markets for their needs in raw materials, labor and 
equipment, and, in turn, have been compelled to find markets 
and marketing methods for their own products, superseding in 
some instances certain older industries such as those producing 
horse-drawn equipment, bicycles, phonographs, etc. 

Another notable industrial development relates to mass pro- 
duction, a modern method by which great quantities of a single 
standardized article are manufactured through focussing upon a 
manufacturing project the principles of power, accuracy, econ- 
omy, system, continuity and speed, so that there may be de- 
livered in quantities a useful commodity of standard material, 
workmanship and design at minimum cost. The experience of 
the Ford Motor.Company, a leader in this movement, has been 
that mass production precedes mass consumption and makes the 
latter possible by reducing costs, because where production is 
increased costs may be reduced, with accompanying decrease in 
selling price and increase in the number of people able to buy 
the product. 

Most noteworthy of all is the striking change that is taking 
place in the attitude of employers and employees toward wages 
and conditions of labor, especially in the larger enterprises and in 
the larger trade unions, a change which plainly shows a definite 
trend towards partnership in profit through participation by 
labor in resulting gains, and towards better leadership in industry 
and commerce. The department of commerce maintains that 
under this new conception of industrial solidarity the very essence 
of great production is high wages and low prices, because produc- 
tion depends upon a widening range of consumption that is only 
to be obtained from the purchasing power of increased wages and 
increased standards of living. Upon this basis progressive 
employers are resorting to labor-saving machinery, to chemical 
and scientific research for better processes, to the elimination 
of waste and to better administrative methods, instead of resorting 
to wage reduction in times of stress, with the remarkable result 
that the output of American industry actually increased 60 per 
cent. between 1914 and 1923, while the number of wage-earners 
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increased only 27 per cent. during the same period. Moreover, 
the hours of labor are being steadily decreased. 


MANAGEMENT PROBLEMS 


The inauguration of new industries, the promotion of mass 
production, the advance in the wage scale, the exacting require- 
ments of governmental departments, and the need for fuller 
utilization of manufacturing facilities in the face of increasing 
competition both at home and abroad, have brought as natural 
corollaries many new problems affecting the successful administra- 
tion of our manufacturing plants and the profitable distribution 
of their products. Mass production has necessarily led to mass 
selling. In order to arouse public interest and create a con- 
sumer-demand for the products of industry, vast sums are spent 
upon new and ingenious forms of advertising, and, in meeting the 
demand thus stimulated, our entire credit system has been 
brought under an unprecedented strain through widespread 
resort to instalment sales, acceptance corporations, codperative 
merchandising, etc., as means for facilitating the massed market- 
ing of our products. 

Increasing pressure for new outlets for increasing production, 
and new complications resulting from hand-to-mouth buying, 
buyers’ strikes, etc., have also evoked some new and startling 
economic doctrines. For example, W. T. Foster, Waddill Cat- 
chings and Garet Garrett have recently urged that since it is 
consumption and not abstinence that stimulates production, it is 
no longer necessary to conserve, or a duty to save, and their 
injunction is to consume to the utmost and to disregard thrift as 
an outworn custom. But thrift, and the well tried precepts of 
Poor Richard, may not be lightly disregarded, and the sounder 
and more general belief is that because underproduction creates 
scarcity and speculation, and overproduction results in losses, 
suspensions and unemployment, complete information as to 
productive capacity, volume of production, cost of production, 
stocks and styles of commodities and as to their current consump- 
tion in every industry, is vitally necessary if stable industry and 
stable profits, without undue margins and speculation, are to be 
secured. 

Among the varied problems confronting business executives 
are also those incidental to a recent change in industrial leader- 
ship which has shifted from private ownership to corporate man- 
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agement, through the modern trend towards the corporate form 
of organization for business enterprises that now are owned by 
upwards of 15,000,000 stockholders who actually can exercise 
little authority over the management of their properties. Quite 
recently the stockholder’s right to adequate information concern- 
ing his investment was discussed by Professor William Z. Ripley 
of Harvard University in a noteworthy article published in the 
Atlantic Monthly which has aroused widespread interest, where, in 
emphasizing the need for corporate publicity and sound account- 
ing, he very pointedly said that American business affairs, in so 
far as they have assumed the corporate form, are still too largely 
carried on ‘‘in twilight,” and he suggested that all corporations 
(except banks and common carriers) might be brought under the 
control of the federal trade commission, with special reference to 
matters of accounting. 


THE PRIME IMPORTANCE OF ACCOUNTING 


In the solution of all such problems of production, distribution 
and finance under modern operating conditions the prime impor- 
tance of accounting as an essential agency in promoting and facil- 
itating executive control and in developing public confidence in 
organized industry is becoming more and more widely recognized 
and its functions and spheres of usefulness are constantly increas- 
ing. 

Only recently a committee of the Boston chamber of commerce, 
after conducting an analytical survey of an important but de- 
clining industry in New England, called attention to the need for 
better accounting and administrative procedure, and in presenting 
recommendations for adoption in that industry said: ‘‘ Introduce 
modern cost accounting principles even in the smallest plants to 
properly determine both direct and indirect costs and aid in the 
fixing of sales prices; introduce budgeting methods; develop effec- 
tive production control to facilitate deliveries and assure regular- 
ity of operation; adopt and develop standards of labor perform- 
ance which would increase skilled labor, increase earnings of 
workers and lower production costs; adopt an open-minded atti- 
tude to change so as to overcome the stagnation due to tradition 
and to assure more effective methods of production and distribu- 
tion.” 

Moreover, the United States department of commerce is ac- 
tively promoting a national campaign for the elimination of in- 
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dustrial waste and the promotion of simplification and standard- 
ization in industry. Among the major objects of this campaign 
are the reduction of periodic waves of unemployment due to 
booms and slumps of the business cycle; improved statistical 
service as to production, distribution, stocks and prices of com- 
modities as a contribution to the elimination of hazard in business 
and wasteful speculation; reduction of waste in manufacture and 
distribution through the establishment of grades, standards of 
quality, dimensions and performance and through the reduction 
of unnecessary varieties; the development of scientific industrial 
and economic research as the foundation for genuine labor-saving 
devices, better processes and sounder methods. 

Again, the fabricated-production department of the chamber 
of commerce of the United States has recently stated that if there 
is one thing more than another which a manufacturer ought to 
know it is the cost of the products he is selling, for it would be 
hard to conceive of the head of a manufacturing business signing 
cheques for unspecified amounts in favor of those from whom he 
buys goods, yet that is exactly what he is doing when he sells his 
product and does not know its cost. Therefore, the department 
holds that one of the most valuable services to be rendered to the 
manufacturing interests of the country is in relation to the ex- 
tension of cost accounting and in the installation of carefully 
designed methods of accounting control. The same organization 
has also reported that one-quarter of the effort, time and money 
expended in our factories is utterly lost, and that excess variety 
and lack of standardization represent one of the most outstanding 
wastes chargeable to management. Therefore, the chamber 
states that ‘‘competition, efficiency in production, scientific re- 
search and elimination of industrial waste all operate in the scaling 
down of costs and prices and are forces now more in evidence than 
ever before. As one outstanding means for this waste elimina- 
tion, simplification and standardization continue to enlist the 
interest and active support of many of our far-seeing commodity 
producers.” In this relation it may be noted that the national 
campaign for the elimination of industrial waste and the promo- 
tion of simplification and standardization in industry has not 
only aroused widespread interest in those important subjects, 
but has also vindicated the soundness of accounting principles 
long advocated by many accountants and practical men, more 
particularly in relation to the allocation of manufacturing burden 
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(or overhead), the utilization of standard costs and the practice 
of budgeting as applied to business enterprises. 


ALLOCATION OF MANUFACTURING BURDEN 


For many years industrial accountants have held that a most 
important development in cost accounting relates to procedure 
for separating the fluctuating expense due to idle factory capacity 
from normal manufacturing cost. Thus the true working cost 
of an article should be found irrespective of whether a factory is 
working at full capacity or is half idle, but such cost was not 
obtained under the old methods of distributing burden by means 
of percentages, because those percentages merely represented 
rough approximations and furnished misleading results. The 
importance of having idle factory capacity separated from normal 
cost is apparent in almost every department of accounting, but 
it has a special bearing on three of the most vital elements of 
success in business: (1) the determination of a non-fluctuating 
basis for estimating and settling sales prices on new lines of prod- 
uct; (2) the determination of a uniform basis for valuation of 
stock on hand and material in process, on the correctness of which 
the accuracy of the periodical balance-sheet absolutely depends, 
and (3) the determination of a normal manufacturing profit on 
the several lines of manufacture, so that their relative profitable- 
ness can be distinguished. 

Under the older cost methods overhead expenses were spread 
too thin in times of forced production and were massed too heavily 
in periods of slight production, giving in the former case costs 
artificially low and unfair to the management, and in the latter 
case costs artificially high and unfair to the consumer, and costs 
which the market could not sustain. To bring out with dis- 
tinctness the importance of the relation between the cost and 
selling departments, and the necessity for distinguishing between 
idle and used factory capacity, there may be considered the case 
of a new plant with an inadequate volume of business, or any 
plant which from some cause has an insufficient volume and no 
prospect of an immediate remedy. Here the loading of the 
expenses of the whole plant upon the inadequate output would 
produce excessive cost figures tending to discourage a selling 
department or to arouse a suspicion that competitors were selling 
below cost, whereas a strict separation of all expense of unused 
capacity would result in competitive prices and would create the 
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confidence in which larger sales at lower prices could be made, 
until little or no idle capacity remained and a reasonable profit 
could be obtained. 

Under modern cost procedure overhead expenses are absorbed 
and distributed through burden centers, or machine rates, upon 
the basis of a normal year (careful distinction being maintained 
between the avoidable cost and the unavoidable cost of unused 
capacity), a basis which does not imply, however, that actual 
overhead costs are compromised or abandoned, because actual 
expense must be currently compared with estimated expense, and 
any differences revealed will disclose to an executive inefficencies 
that must be eliminated, advances or decreases in cost not antici- 
pated, or costs artificially low or high because of abnormal or 
subnormal production. Of somewhat similar import is the 
proper treatment of selling expense and administrative expense 
in many highly seasonal businesses, where sales volume fluctuates 
widely from month to month while salesmen are paid large com- 
missions on orders taken, rather than on shipments made. Here, 
if disbursements for selling expense and for administrative ex- 
pense are charged off as disbursed from month to month, it is 
apparent that those months in which shipments are heavy may 
show abnormal profits while for other months of diminished ship- 
ments losses may be incorrectly recorded. In order that the 
monthly operating accounts of the plant may not misstate actual 
results under such conditions, accurately planned methods for 
distributing these expenses over the entire year must be adopted, 
and for this purpose it is often advantageous to disregard sales 
(either of the current year or of a preceding period), as a basis 
for distributing selling and administrative expense, and to adopt 
as the basis for distribution a composite computation wherein 
orders taken, shipments made and unfilled orders on hand are all 
brought into account. 


THE UTILIZATION OF STANDARD COSTS 


In harmony with the modern method of allocating manufac- 
turing burden another accounting development advocated by 
industrial accountants, the utilization of standard (or predeter- 
mined) costs, has recently been approved by the sponsors of the 
national campaign for the elimination of industrial waste and 
the promotion of simplification and standardization in industry, 
as a further recognition of the principle that whenever a factory 
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is operated below capacity, increased production can be accom- 
plished at a decreasing cost per unit of output, through relative 
reduction in expense. Obviously, the use of current costs (with- 
out regard to volume of production) results in showing abnor- 
mally high costs in periods of subnormal production and un- 
usually low costs in periods of abnormal production, yet sales 
prices vary in exactly the opposite direction so that costs are low 
when high selling prices can be maintained, but are high 
when selling prices must be low in order that sales may be 
effected. 

The job-cost system or system of detailed costs that was for- 
merly favored has proved to be unnecessarily cumbersome, costly 
and only partly effective, with the result that many progressive 
manufacturers have abandoned it and are adopting the standard- 
cost principle, which has been developed to meet the need for 
more constructive cost information than was available under the 
older form. The newer plan places emphasis upon vulnerable 
points in factory operation where failure to reach the standards 
set will result in loss or inadequate profit, and it discloses this 
information by drawing attention to significant exceptions show- 
ing any marked deviation from the standards established. Under 
this method, which gives effect to procedure recommended by the 
chamber of commerce of the United States, an executive cur- 
rently supervises the operation of his plant through comparison of 
actual results with predetermined standards, constant comparison 
being made between actual results and standards, and variations 
from standards being brought currently to his attention. Stand- 
ard costs, being flexible, may be recomputed from time to time 
to reflect new conditions, but they must be susceptible of analysis 
into elementary standards, so as to reflect truly the efficiency of 
operation. Thus, the constituent elements entering into the total 
cost of an article should be so developed in detail that each ele- 
ment of standard cost has a significance in relation to the func- 
tional cost of operation of the plant. For example, standard 
unit costs for labor operations should be established, against 
which actual labor costs, accumulated by operations, should be 
compared, in order to gain a clear view of the efficiency of the 
management; so the best practice takes into consideration (for 
purposes of verification), not only the new method, but also some 
of the essential features of the old job-cost method shorn of all 
redundant procedure. 
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With regard to the establishment of standard unit costs for 
materials and with regard to the stock accounts for materials, it 
may be noted that in the past the commonly accepted method of 
recording consumption of materials at original cost has tended to 
obscure the results accomplished and has failed to provide the 
correlation which many authorities believe should be maintained 
between purchasing on the one hand and manufacturing and 
selling on the other hand. So if manufacturing is to be placed on 
a truly competitive basis it should not be unduly charged with a 
loss or credited with a gain that has resulted solely from dis- 
advantageous or advantageous purchasing, but should be on an 
equal footing with competing industries operating under open 
market conditions. Therefore, it is believed that the utilization 
of standard costs for materials used, computed approximately 
at replacement value, in place of purchase cost, may also serve to 
determine the efficiency of a purchasing department, for if a com- 
parison should show that the actual charge for material con- 
sumed was higher than the replacement charge, it would indicate 
that purchasing had been indiscreet or untimely, and this fact 
ought to be disclosed and ought not to be submerged in the general 
accounting results. 

BUDGETARY CONTROL 

A further development in the art of management relates to 
budgetary control. For many years some organizations have 
roughly estimated in advance their probable volume of business, 
probable costs and operating profit, but only recently has such 
procedure been recognized as practicable in the conduct of an 
industrial enterprise. Yet budgeting, as a means of forecasting 
the course of a business with some degree of accuracy through 
careful analysis of past performance and full consideration of 
future trends and possibilities, is manifestiy a logical develop- 
ment of cost finding, to be intelligently formulated for the purpose 
of predicting future conditions and planning future policies, and 
for the purpose of gaining a supercontrol and coérdination over 
all the activities of a business. 

In calling attention to the importance of budgetary control as a 
means of promoting simplification and standardization in in- 
dustry, the United States chamber of commerce has recently 
rendered a noteworthy service and has explained that budgetary 
control may merely mean a multiplication of useless forms, the 
only effect of which is to hamper and impede production and sales, 
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or it may mean the wise conduct of business and the subordina- 
tion of pleasant dreams to actualities, for a budget must be 
predicated at least upon a knowledge of what a plant can do, 
what are reasonable sales expectancies, and what financial re- 
sources are required and available for the sales and production 
programmes. The budget as applied to industrial enterprises 
contemplates the setting up of standards of performance that are 
expected of the business as a whole, as well as of the several 
departments and, as the periods covered by the budget elapse, 
there appear in review the actual results contrasted with such 
standards, and thus the degree of success or failure in meeting 
such pre-established goals is consistently revealed. 

Extensive research and analysis are requisite before the foun- 
dation of effective budgetary control canbe established. Markets, 
both domestic and foreign, must be carefully surveyed in estab- 
lishing sales quota; production and engineering studies must be 
made as to the time required to produce goods and as to their 
cost; the purchasing programme must be intelligently planned 
with regard to required deliveries of materials; overhead expenses 
must be thoroughly analyzed and allocated to production units or 
departments, and working-capital requirements must be care- 
fully computed. Budgetary control shows the executive what 
sales may be expected in ensuing months, so as to assist him and 
his sales department in directing sales effort, since the sales quota 
established by the budget sets a definite mark for attainment. 
It also establishes production quota, based on the estimated 
sales, as the result of which the factory manager may plan pro- 
duction well in advance, specifying the amount and kinds of mate- 
rial that will be needed. It forecasts the size and kind of working 
forces that must be provided; the amount of overhead that will be 
expended; the requirements in machines and equipment, and it is 
of great value to the purchasing agent and to the financial 
executive in gauging working-capital requirements. An executive 
equipped with a carefully prepared budget, codrdinated with a 
cost system, can obtain a monthly profit-and-loss statement 
compared with the estimated results predicted in the budget; a 
monthly balance-sheet showing the actual assets and liabilities 
compared with their anticipated condition; a monthly comparison 
of costs of products against standard or budgetary costs, and a 
monthly comparison of operating costs and of overhead ex- 
penses with their standard or budgetary allowances. 
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CONTROL OF WASTE AND DEFECTIVE WORK 

In industrial life the new conditions that have led to the adop- 
tion of labor-saving methods, simplified practice, mass production, 
standard costs and budgetary control have also led to further 
utilization of the resources of accounting as an aid to management, 
with the result that modern accounting is constantly aiming at a 
closer insight into the actual operation of industrial and commer- 
cial organizations and is allying itself with the technical depart- 
ments engaged in the work of research and direction, in order, 
first, to shape systems of accounts in the closest conformity with 
the essential character of the operations, and, second, to give the 
technical and administrative departments the best means of 
gauging the money values of actual results. For purposes of 
administrative control in the conduct of all productive operations, 
the study of the cause of shrinkage, or loss, or waste of materials 
in the processes of their conversion from the raw state to the 
finished products is of the highest importance. Such losses, of 
course, may be entirely physical, visible and separated, as are all 
kinds of cutting losses, and then they are subject to some kind 
of physical measurement. They may be minimized through im- 
provement in design of product, through care in avoiding spoiled 
units of production, through efficiency in the purchase, care and 
issue of materials, and through seeing that materials are not 
allowed to become obsolete; but their occurrence and their inci- 
dence should always be clearly defined in a well planned system 
of accounting. On the other hand, they may be either physical 
or chemical and not visible, as in the case of materials lost in 
solution, evaporation or chemical processes and thus may call for 
laboratory investigation if they are to be analyzed and their causes 
identified. Accounting ordinarily can determine the quantities of 
such wastes and can show their fluctuations so as to indicate gener- 
al efficiencies and net results, but in such cases it is through the 
work of the chemist in conjunction with process accounts that 
certain causes and their operation can be traced and connected 
with money values and with their ultimate effect upon profits. 


LABOR-SAVING AND MECHANICAL DEVICES IN ACCOUNTING WORK 

There is probably no form of accounting that could not be 
conducted with absolute correctness by means of the old-fashioned 
set of three simple books (cashbook, journal and ledger), but such 
accounting by the old method would require one hundred book- 
keepers where ten now suffice. Since accounting itself is nothing 
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but a device discovered and elaborated by human experience for 
the purpose of conserving business energy, the increasing volume 
and complexity of business transactions under modern conditions 
of intensified production have naturally led to various forms of 
simplified practice and to the development of many ingenious 
devices by which the clerical labor of dealing with large masses of 
figures and elaborate computations is greatly reduced. Through 
one noteworthy advance in this direction, books and accounting 
records are now planned so that modern bookkeeping is largely 
conducted in summarized form, giving totals under controlling 
captions, in order to avoid the unnecessary labor of detailed ledger 
postings. Other recent inventions of great utility in lessening 
clerical expense include manifolding devices for both handwritten 
and typewritten records, by one of which, for example, records of 
shipping, billing and journalizing, which formerly were effected 
as separate operations, can now be produced simultaneously; 
loose-leaf records, card records and filing devices, applied espe- 
cially to factory accounting, and various forms of calculating and 
tabulating machines through which involved computations can be 
made in a few seconds and by purely mechanical means that other- 
wise would require tedious and laborious figuring. Some of these 
combine calculating with typewriting mechanism in various 
ways with a great saving of time and effort, while certain statisti- 
cal machines analyze, combine and tabulate with remarkable 
speed and certainty any required number of groupings of original 
facts concerning almost any class of transaction, and these are 
especially useful in cost calculations and sales statistics. 


GRAPHIC CHARTS AND STATISTICS FOR PURPOSES OF 
ADMINISTRATIVE CONTROL 


A graphic chart bears the same relation to figures that illustra- 
tion bears to language: each detail in the picture is in its allotted 
place and in its exact relation and proportion to all other details of 
the picture. For demonstrating facts in a quantitative way, for 
recording facts in great variety and for computation whereby 
many mathematical processes can be performed without labor, a 
graphic chart is the best instrument that has yet been evolved, 
and it is being extensively adopted as a standard method for the 
promotion of greater efficiency in executive control. In present- 
ing operating statistics through a graphic chart (a subject very 
clearly treated in recent publications by Codex Book Co., Inc., of 
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New York, notably in Savage’s Graphic Analysis for Executives 
and Haskell’s Graphic Charts in Business), a complete mental 
picture of all the facts expressed in the figures is visualized and 
conveyed without mental effort and without slighting important 
factors, and analysis of the results so presented is greatly 
facilitated. Unusual features are made apparent at once, and by 
the height and depth of the peaks and valleys variations in mag- 
nitude may be readily discerned and corrected. Charts furnish 
a continuous story of a business, produced through the process of 
connecting by a line the results for each period to the results for 
the preceding period, and they effectively demonstrate the essen- 
tial principle of comparative measurement. Another significant 
feature of charts is that they bring out prominently any departure 
of a business from normal, since the salient facts are boldly set 
forth as the plotted line or curve is displayed beyond the normal 
field whenever results are abnormal. 

Since the aim or purpose of all accounting reports, including 
those relating to costs, is to present the significant points of the 
story of the operations of the business in a manner to conserve 
the time of the busy executive, charts affording unique facilities 
for detecting defects in operation provide the readiest means for 
reporting unit costs, aggregate costs, production (by processes or 
departments) and sales and profits. With regard to budgetary 
control, the various estimates, embracing sales, cost of sales, 
expenses, production, estimated cash receipts and estimated 
expenditures, must be prepared with adequate recognition of the 
interrelation of the various activities and of all the factors affect- 
ing them. Budget control charts not only enable an executive to 
determine the soundness of a budget before approving it, but they 
offer a continuing comparison between estimated, actual, and 
required results, and through them there may be presented in 
chart form a current analysis of the budget estimates in detailed 
comparison with actual results from period to period. 

* * * 

In thus briefly reviewing the character and scope of some of the 
principal resources of modern accounting, it becomes evident 
that through their systematic utilization the salient features of 
operation in any industrial organization can be currently and 
concisely set forth for the information of an executive, in such a 
form that no vital aspect of the things which are transpiring shall 
be obscured or overlooked. 
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EDITORIAL 
As this magazine is being delivered in 


The Annual Fever accountants’ offices throughout the’ 


land a great gathering together and an 
even greater dispersion are taking place. The first day of 
January is a crucial time, when all leave of absence is cancelled, 
new men are coming in and everyone from the office boy to the 
senior partner is expected to be at his desk filled with vigor and 
enthusiasm for the activities which are about to begin. When 
the bells rang out the old year, 1926, they rang in the sudden, but 
not unexpected, rush of work which is the worst thing in all 
accountancy. It is probably true that no good citizen wishes to 
be idle, and the professional man who has nothing to do is to be 
pitied, but no one who is in his right mind is over-fond of the kind 
of pressure which comes in with every new year. Each year the 
accountant small and great says that he can not stand up under 
the burden any longer and he usually determines with what he 
believes to be unchangeable fixity of purpose that this will be the 
last time when he will bow his neck to the yoke and carry it for 
three months or more. It is not improbable that the families 
of accountants permit their voices to be heard protesting in the 
seclusion of the home. The man who telephones once in a great 
while or perhaps even sneaks into the house late at night, 
only to depart at the break of the next day, is a stranger who 
seems reminiscent of one who was a father in the summer; but 
there is no opportunity to identify this fly-by-night person. He 
is gone before anyone has verified the rumor of his arrival. In 
January, February and March of each year the accountant goes 
through this period of storm and stress and his family knows him 
only as a memory or as a fleeting shadow. Then comes a gradual 
relaxation of the strain and at last when early summer is at hand 
the profession becomes a group of ordinary men, each doing an 
ordinary amount of work and behaving in a reasonable way. 
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During the quieter season the accountant remembereth no more | 
the anguish and so does nothing to prevent its recurrence. 


It does seem that any regularly recur- 
Measures for Relief _ring difficulty should be sufficiently im- 
portant to merit persistent efforts to 
prevent it. For the past fifteen years there have been fitful 
outcries about the iniquity of the almost universal adoption of 
the calendar year as a measure of fiscal temporality. The pro- 
test has been loud enough perhaps but it has not been consistent 
nor in unison and so has lost much of its potential effect. Govern- 
mental departments, business and the accounting profession have 
a vital interest in equality of the pressure of work, but, for some 
reason which may be no more valid than reverence to a shib- 
boleth, the business world is reluctant to close its books on any 
day other than December 31st. There has been some relief as 
the result of individual effort to induce companies to adopt a 
natural fiscal year, and the decline in the volume and urgency of 
tax werk has mitigated to some extent the feverishness of the 
first three months of the year—but much remains to be done. 
Thousands of business entities are adhering to the calendar year 
against their own interests and men of keen acumen in other 
things turn a deaf ear to the sound advice to follow the way of 
expedience and common sense. What has been accomplished is 
so much to the good, but further efforts to bring about a general 
reform should be made. Concerted action by the American 
Institute of Accountants through a committee to encourage 
industries and trades to lend official sanction and recommenda- 
tion to the campaign for reform will produce results if carried on 
with perseverance and consistency. The whole matter seems to 
be one of those things in which the welfare of everyone concerned 
can be advanced by a change. What is needed is some reformer 
whose voice will be loud enough and convincing enough to awaken 
the men of business to their own interests. Of course, nothing can 
be done now to relieve the pressure in the first of this new year, 
but it is to be hoped that there will be other years and that ac- 
countants and others who suffer from the present disadvantage 
will participate in the activities of the future. The resolutions to 
encourage reform which every accountant is now making in his 
own mind should be transformed into positive effort before 
another January knocks at the door. 
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ne It isa common boast of the citizen of 
Professional Practice these United States that he is of a 
country which stretches from ocean to 
ocean and from the arctic to the tropics—a land of the rising and 
of.the setting sun—of northern and of southern climate and of all 
manner of temperate climates in between. Then, in the next 
breath, some citizens say that we are one people, cast in one 
mold—perhaps through the medium of the melting pot. We may 
have slight differences in religion, in politics, in fashion, in accent, 
but these are purely superficial. Down in the fundamental 
things we are all exactly alike. This fine assertion of uniformity 
is really, when one considers it carefully, nothing but balderdash. 
The people of no country so spread as ours can be all alike. The 
folk of Maine and Arizona, of Alaska and Florida can not be 
taught to sing in unison. If we have harmony merely it will be 
well. The inescapable variety of customs, manners, conditions 
is something that must be borne in mind when the plea is made 
that business, industry or professional work shall be pursued 
along the same line in every part of the country. Take for 
example the case of accountancy as it is practised throughout the 
length and breadth of the land. The speculative science of 
accountancy is the same everywhere, but when we come to its 
application in the form of an art it is necessary to remember that 
there are differences in people and customs, there are stages of 
evolution—if our friends in the legislative halls of a few states 
will permit that wicked word—and it is folly to expect that the 
practice can follow one unchanging way in every minutest 
detail. Let us repeat that the science of accountancy, like the 
science of medicine, is not affected by locality or people, but the 
practice is another thing altogether, and in it environment plays 
a great réle. 
Sometimes a very wise and metropolitan 
person will speak disparagingly of the 
inferior methods and accomplishments 
of the accountants in other places. It is quite the mode for a 
kind of accountant in the largest cities to think that there is 
nothing good beyond the limits of his individual place of resi- 
dence—or, say, the circumjacent golf courses. He may deplore 
the fact that he is so superior to his confrere in the provinces, but 
he is a man of honesty and can not deny self-evident truth. He 
is quite fair about it. He believes that there is no opportunity to 


Metropolitan Superi- 
ority Imaginary 
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develop elsewhere—he has developed in the great city. It re- 
minds one of the maps of the “‘known world” which adorn the 
pages of some ancient volumes on geography and history: a little 
center rather accurately described and beyond that a misty 
emptiness. There are some folk in New York, let us say for 
purposes of illustration, who know that the sun sets over the hills 
of Hoboken and Weehawken, for they can see so much without 
leaving Manhattan island. But of what the sun visits before 
it appears again over the Long Island horizon next morning they 
think not at all. That there are so many people of limited vision 
in great centers of population is one of the amazing paradoxes, 
but everyone who travels beyond a rifle shot from home knows 
that the metropolitan is often the antithesis of the cosmopolitan. 
It is perfectly natural that the supercilious air which visitors 
sometimes encounter in the larger cities should give offense, and 
thus the breach between sections of the populace is widened and 
misunderstanding grows apace. As a matter of fact while the 
nature of accounting may differ widely in the commercial and 
industrial districts, the general standard of ability and integrity 
is no lower in one field than in the other. What is wanted is a 
little more readiness to recognize that what the other fellow does 
in his practice may be quite as right and praiseworthy as what one 
does himself, even though there may not be absolute conformity 
to a common plan. Every man must adapt himself to some 
extent to the exigences of his environment. He should not hope 
to bring all the country to a level of development in a day or a 
year. What might easily be required of a client in Wall street 
can not be demanded of the client whose cattle roam the Texas 
ranges. The accountant has a difficult task if he endeavors to 
apply the same degree of finesse to his practice in all parts of the 
country. The ideal state of affairs, of course, would involve 
complete national unanimity as to the science of accountancy 
and the functions of the professional accountant. For at least 
2,500 years men have been dreaming about ideal states, but so 
far we have not achieved perfection. 


: — For the sake of everybody concerned 
are ee with the practice of accountancy it is 
expedient to admit that local and sec- 

tional differences exist and probably will continue to exist at least 
beyond the personal concern of any of us now living. If some of 


36 


i 

4 

| 

| 

. § 

q 

| 


Editorial 


these things were better understood there would be a greater 
sympathy among the members of the profession and thus the 
progress toward uniformity would be accelerated. Let us con- 
sider one or two things which create variety in professional 
activities. Public conception of the duties of the accountant is a 
basic question. Perhaps nothing has a wider influence upon 
professional practice than this one thing. If the business man 
or the banker knows something about the nature of modern 
accountancy it is reasonable and safe to expect that there will be 
a demand for.the highest sort of professional work; but it is 
seldom that the business man or the banker knows much about 
the matter. (We are writing now of the country as a whole, not 
of any one city or group of cities.) Sometimes bankers have a 
hazy idea that the accountant is a professional man doing a rather 
useful service to the cause of better business, but it must be con- 
fessed that the majority is ill-informed or not informed at all. 
Incidentally it may be noted that a questionnaire recently sent 
by a university bureau of research to the leading bankers of the 
country produced the astonishing information that some of the 
most prominent of all accepted an accountant’s certificate without 
reading it, if it bore a well known name. If it be true, as these 
bankers themselves confess, that they are so indifferent to the 
dictates of ordinary reason as not to read what is written specifi- 
cally for their information it rather inclines one to believe that 
there is need for radical reform before bankers can be expected to 
place a true value upon accountancy. Of course, there are 
hundreds of bankers who are awake and aware of what the 
accountant means in the scheme of things—perhaps most of the 
chief bankers are of the better sort—but the questionnaire to 
which we have referred went only to the officers of banks having 
resources of over half a million dollars. The attitude of the 
banker, however, is not the principal question here. It is the 
business community as a whole, including the bankers, that forms 
the background of the picture. Everything the accountant does 
is affected in some degree by that. It is not alone in account- 
ancy that local differences are important. Trade practices are 
not the same in any two districts and what is imperative in one 
place may be totally unknown in another. It is the custom in 
one town for the banker to depend solely upon his personal 
acquaintance with the borrower when determining the extent to 
which credit may be granted safely. This is the natural, sen- 
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sible procedure in a primitive community. In another the banker 
can not know the facts without some adventitious assistance. 
So in many ways customs must vary, all these things directly 
affect the accountant, and the net result is that the practice of 
the profession depends to a large degree upon prevailing condi- 
tions. To disregard such facts in an arrogant assumption of 
superiority helps no one at all. 


Arising from the public conception of 
accountancy and the variation in local 
customs is the question of professional 
fees. Everyone knows that this is a question unworthy the con- 
sideration of a practitioner and everyone knows also that few 
practitioners can ignore it. When the report of the accountant 
has a vital bearing upon the granting of credit the accountant can 
demand a higher rate of compensation than he can obtain when 
credit rating is dependent upon conditions with which the 
accountant has nothing whatever to do. Furthermore, the 
general scale of monetary values is a factor. The dollar’s pur- 
chasing power is high in most places in inverse ratio to commer- 
cial importance and fees will of necessity follow the trend of 
prices for tangible commodities. Consequently it is absurd to 
look for the same scale of compensation in New York and Sandy 
Flats. In this matter the accountant must be governed by the 
local tradition. If he is practising where the dollar means much 
he can only await with such patience as he can summon to his 
support the time when progress will bring in the day of higher 
fees and when the dollar will mean little. Some quite wise men 
believe that such a transition is not progress, but they are aca- 
demic and philosophical persons whose opinions are never popular 
in their own time. It seems all very well for the accountant in 
the city of small dollars to look with disdain upon the fees of his 
brother in the town of great dollars, but in strict truth it must be 
admitted that the scale of fees the country over is not widely out 
of line when all things are considered. The value of the dollar 
and not the dollar itself is the measure of one’s compensation for 
work done. 
. si The very character of the practice itself 
—— eee Conditions depends upon the local industries and 
ot All Alike : 
commercial ventures, and the accountant 
adapts himself to the demands of particular businesses. If he be 
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native to the locality of his practice he will probably have some 
knowledge of the businesses in which his neighbors are chiefly 
engaged and it will be a simple matter to apply his accounting 
science to the problems which are peculiarly local. If he comes 
from some other district he will be required to make himself 
familiar with conditions and activities before he can achieve the 
full measure of success. Here again we find one of the reasons 
for the impossibility of uniformity in accounting practice. The 
nature of the demand as well as the extent of it are determined 
by the locality and its customs, and the man who wishes to devote 
himself to one district may be pardoned if he directs his reading 
and research to a few special industries or trades at the cost of 
slighting some others more generally important. For example, 
an accountant practising in a city far distant from any of the 
financial exchanges can not be expected to be an authority on 
stockbrokers’ accounts. He should, of course, have some notion 
of what is involved in every kind of accounting, but without 
practical experience what wonder is it that he should plead 
ignorance of this one branch of the science? It would be as 
unreasonable to expect a man having a severely specialized 
practice among Wall-street houses to speak with demonstrable 
authority on the fine points of the sugar-beet industry. This 
country is richly blessed in the great variety as well as in the 
magnitude of its resources. Its industries and their concomitant 
trades are almost innumerable. Thence comes about the 
tendency toward specialization which appeared first perhaps in 
certain departments of the law and later in engineering and 
accountancy. Some of the large firms of accountants have in 
their partnership or in their employ men who have become 
authorities in the accounting for a wide range of special industries, 
but most of the accountants in America are outside the larger 
firms and the tendency of individual practitioners or small firms 
is inevitably toward the attainment of proficiency in a few specific 
kinds of accounting knowledge. 


Further obstacle in the road toward 
uniformity is the various terminology 
which one finds in the different sections 
of the country. Technical terms might be expected to have the 
same meaning everywhere; but they have not. The differences 
are greatest in the subordinate terms, but it is not impossible to 
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discover that generic terms which are common everywhere do not 
mean the same thing wherever used. This unfortunate state of 
affairs is perhaps the obstacle easiest to reduce. It has been 
given much thought and some excellent proposals for reform have 
been made, but so far there has been no substantial accomplish- 
ment. The American Institute of Accountants has received 
committee reports upon the subject, but the labor is not yet 
complete. It is no light task to set up a standard terminology 
which shall be authentic from sea to sea. Great differences of 
opinion on minor if not major points must be reconciled before a 
comprehensive report can be accepted. A complete system of 
terminology is obviously unobtainable, but it should be possible 
to agree upon a fairly inclusive vocabulary. If that were done, 
however, there would be yet more todo. The next thing would 
be to induce accountants everywhere to adopt it, and that would 
not be altogether easy. Suppose, nevertheless, that accountants 
would agree—we should still be some distance from the goal. 
The hardest job of all would be to convince the public in every 
city, town and hamlet that the significance of familiar words and 
phrases should be altered—for, however fine the theory of any 
reform may be, it can not be finally established until the public 
adopts it. Something worth while can be accomplished by the 
national organization of the profession; the Institute committee 
which has the question before it has opportunity for much 
effective work. Even though the universal acceptance of a 
standard terminology may be remote there is no doubt at all 
that a united effort by accountants to speak the same technical 
language everywhere would bear some fruit. At any rate 
accountants would be able to understand each other without 
difficulty and a statement of account written by a man in one 
district could be read and understood by any accountant who 
had made himself acquainted with the standard terminology. 
But all that is in the future. 


The desire of many young accountants 
to seek their fortunes in New York, 
Chicago, Boston and a few other cities 
of the first magnitude is a powerful factorof discontent among em- 
ploying accountants in other parts of the country. They say that 
it is difficult to find good men, and that they are forced at times 
to engage men who are not altogether satisfactory. The dearth 
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of good men is not, however, a local condition. The whole pro- 
fession finds itself at times seriously handicapped by the paucity 
of suitable assistance. The city offices usually pay higher 
salaries than the accountant in the small town can afford to pay— 
we get back here to a question of money values—and the man 
in search of work almost always follows the lure of higher wages. 
Here and there are notable exceptions, men who are able to com- 
pare the cost and manner of life in the great city with those things 
in the small town, and the accountant away from the centers of 
activity finds his best reliance in them. The average man, how- 
ever, is turning his face to places where he believes fortune is 
quickest overtaken and it is only after disillusionment that he is 
’ content to return to the place from whence he came. The ques- 
tion of personnel is a serious one for every accountant who em- 
ploys men, and probably ninety-five per cent. of the firms and 
individual practitioners in America are employers. The differ- 
ence between the several sections of the country is this, that 
whereas the employer in Chicago, let us say for example, is hard 
pressed to find men in January, February and March, the em- 
ployer in another and less populous city may always have dif- 
ficulty in finding the kind of men he wants. There may be some 
little difference, too, in the general quality of the men who offer 
themselves for employment in city and in town; perhaps the 
applicant is rather more proficient in the former than in the 
latter, but that is purely hypothetical. It is certain that some 
firms in comparatively small towns have excellent men in their 
service, and it is conceivable that some firms in a great city may 
now and then engage a man not wholly a credit to his profession. 
The essential question now is that the supply of employees is not 
evenly distributed and this works against the attainment of that 
uniformity which is supposed to be the subject of these discursive 
notes. 
No one would be so temerarious as to 
i . assert that the United States is too 
large a country—that is no American 
would so rashly dare. It is a fine thing to be a part, if only an 
almost invisible part, of the mechanism of this great republic and 
we should be devoutly thankful to Providence which so plenti- 
fully endows us. But that is no reason why we should expect 
everyone to think and act alike. That sort of thing is apt to 
lead to disaster. In reality there is only a small number of the 
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crazy theorists who are for making us over into one common 
pattern. The Button-molder in Peer Gynt has no chance 
among us. Why, then, should a profession consisting of hard- 
headed men, whose greatest asset is good common-sense, go about 
expecting that all its members everywhere should follow like 
sheep over a stile? The science which accountants profess is a 
thing that can not vary with place or person. Its changes come 
with the evolutionary process. Progress in knowledge is not a 
local affair. It is in the art of accounting as the application of 
the science of accountancy that the differences effected by place 
and person occur. This is not splitting hairs—there is a clear 
distinction between the science and the art. Perhaps it may be 
permissible to say that accountancy is in the gross what account- 
ing is in the detail, or, better yet, accounting should be an indi- 
vidual manifestation of an impersonal and scientific spirit. This 
expresses in a way what has been made evident in the policies 
and acts of the American Institute of Accountants, which deals 
with the science broadly and thus is not concerned primarily with 
persons. If the science is protected and developed and if its 
professors are bound by allegiance to a common code of right 
thinking and right acting, that is enough for any sensible man to 
demand. The differences in environment, public compre- 
hension, fees, practice, personnel and some other things as well 
are not essential. After all, what accountants, like members of 
other learned professions, are charged to do is to lay the founda- 
tion well and after that to see that the superstructure does not 
violate any basic rule of safety. Many different kinds of building 
may be erected. Many kinds are necessary and all may be 
beautiful although entirely unlike in detail. 
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The question of tax reduction is soon to be considered by congress. As is 
well known, this question has become one for which an answer is sought be- 
cause of an unlooked-for treasury surplus of $383,000,000. The treasury 
department takes the position that this amount represents excess taxes col- 
lected from the taxpayers and, therefore, that it should be returned to them pro 
rata to their 1925 taxes. It argues that the present tax law may not produce 
such a surplus in ensuing years, and it would not be wise to enact a new law 
now as a further reduction in rates might place the treasury in a difficult posi- 
tion in facing an insufficient revenue-raising enactment for the future. 

A large body of citizens believes that this surplus is evidence that taxes can be 
lowered still further without jeopardizing the country’s finances, and this group 
seeksa new revenue act. These persons have not come toany conclusion show- 
ing to just what schedules the reduction should be applied, but there is con- 
siderable pressure being brought upon congress to reduce corporation income 
taxes to a lower rate (some suggesting a reduction from 13% per cent. to 10 
per cent.) and to reduce taxation on automobiles. 

Whether or not either of the two views will prevail is a question that will be 
solved by congress within the next few months. 

It has been said that $183,000,000 of the aforementioned surplus will be 
appropriated by congress for various purposes, among which are improvement 
of rivers and harbors, and liquidation of German claims. There will then 
remain $200,000,000 to be applied to tax reduction. It is also said that in 
the event that there is a deadlock in congress on tax reduction, this two hundred 
millions will automatically be applied to debt reduction. 

Whatever individual view upon this question each of us may have, the battle 
over its solution will unquestionably be witnessed with much interest. 


SUMMARY OF RECENT RULINGS 


There was no taxable transfer on the succession of a joint tenant to property, 
the will under which the joint tenants took (prior to the taxing act) having 
given them a present joint ownership in the property. (United States circuit 
court of appeals ninth circuit, John P. Carter, collector, v. Edith Ames English, 
executrix. 

Deductions in determining the net estate subject to the federal estate tax 
do not include such tax although it may be a deduction for purposes of the 
state inheritance tax. (United States district court, district of Massachusetts, 
Old Colony Trust Company, et al. executors, v. John F. Malley, collector.) 

Money received by decedent under her father’s will, her death occurrin 
within he years of his, is deductible, though he bequeathed her “$100, 
par value”’ of certain bonds which matured and wane in his lifetime and she 
received the cash. (United States district court, W. D. of New York, George 
Carey, administrator, v. United States.) 

ether expenditures were for necessary repairs or for improvements was 
perly left to jury, notwithstanding expenditures were made before term of 
ate commenced, especially where commissioner had allowed a proportionate 
deduction thereof claiming they were included in capital expenditures. (Cir- 
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- court ” appeals, fifth circuit, Josiah T. Rose, collector, v. Haverty Furniture 
ompany. 

Amount received under a will from the income from an estate is income tax- 
able to the beneficiary. (Circuit court of claims, William R. Verner, executor, 
v. United States.) 

The excess-profits tax paid for the fiscal year 1917 should be credited against 
the 1917 part of the income, in determining the income liable to the 4 per cent. 
tax under the act of October 3, 1917. (Circuit court of claims of the United 
States, Rice-Stix Dry Goods Company v. United States.) 

Amount paid for club stock, ownership of which is a prerequisite for member- 
ship, to be repaid upon resignation, expulsion or death of a member, is not 
part of an initiation fee. 

A club may sue for return of tax improperly assessed against and paid by 
it for initiation of its members. (Court of claims of the United States, Alliance 
Country Club v. United States.) 

Taxes may be reclaimed by suit upon grounds only stated in the claim for 
refund. (Circuit court of appeals, eighth district, W. C. Tucker v. Acel C. 
Alexander, collector.) 

Compensation of corporation appointed by state courts as executor, guardian, 
trustee, etc., is taxable, as the corporation was not a state officer or employee 
performing governmental functions. (Court of claims of the United States, 
New York Trust Company v. United States.) 

When books are kept on the accrual basis, invested capital may not include 
the amount of income and excess-profits taxes after the time when the liability 
therefor arose under the retroactive provisions of the act of October 3, 1917, 
though the time for filing return was extended. (Circuit court of appeals, 
first circuit, Malcolm E. Nichols, collector, v. The Sylvester Company.) 

Goodwill is not subject to wear and tear and its loss through prohibition 
legislation is not allowable as a deduction for obsolescence although the loss 
may possibly be reflected in the sale at a depreciated value of the property 
used in the business. 

Ground upon which refund is claimed in the application to the commissioner 
is the only one upon which a court may later grant the refund. (Circuit court 
of sppenm eighth circuit, Red Wing Malting Company, v. Levi M. Wilcutts, 
collector 


Where the limitation period has omint after the filing of bona-fide returns, 
assessment may not be made upon the ground that the return was erroneous 
as filed on wrong basis and that it was not such as required by the statute. 
(United States district court, district of Minnesota, first division, United 
States v. Mabel Elevator Company.) 

Regulations reasonably adapted to enforce act of congress, issued by depart- 
ment having administration of the law, have the force of law if not in conflict 
with express statutory provision. 

Losses on sale of property acquired for a residence, though later leased, are 
not deductible as resulting in a transaction entered into for profit, the trans- 
action beginning with the purchase and ending with the sale. (United States 
district court, western district of Pennsylvania, James R. Tindle and the Union 
Trust Company of Pittsburgh, co-executors, v. D. B. Heiner, collector.) 

Invested capital of mines may not include development cost after they reach 
productive stage showing profit on money invested 

Invested capital in mine buildings must be limited to cost shown by books 
and may not include other alleged facts available to appraiser. (United 
States district court of Alabama, Little Cahaba Coal Company and Blockton 
Cahaba Coal Company v. United States.) 

A mutual life-insurance ye oy invested capital for 1917 includes legal 
reserve actually on in by the members. (Supreme court of the United 
Poors a . Duffey, former collector, v. Mutual Benefit Life Insurance 

pany. 

Expense of defending law partner’s suit for an accounting is not deductible 
as an expense incurred in business nor a loss but is a personal expense. (Court 
of claims of the United States, Samuel J. Kornhauser, v. United States.) 
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TREASURY RULINGS 
(T. D. 3938, November 13, 1926) 


prone 216: Depletion—Adjustments of accounts based on bonus or advanced 
royalty. 
INcoME Tax 
of accounts based on bonus or advanced 
royalty. 
Article 215 of Regulations 45 (1920 edition), article 215 of Regulations 62) 
and article 216 of Regulations 65 are hereby amended to read as follows: 


Art. 216 (215). Depletion—Adjustments of accounts based on bonus or 
advanced royalty.—(a) Where a lessor receives a bonus in addition to royal- 
ties, there shall be allowed as a depletion deduction in respect of the bonus 
an amount equal to that proportion of the cost or value of the property on the 
basic date which the amount of the bonus bears to the sum of the bonus and 
the royalties expected to be received. Such allowance shall be deducted from 
the amount remaining to be recovered by the lessor through depletion, and the 
remainder is recoverable through depletion deductions on the basis of royalties 
thereafter received. 

(b) Where the owner has leased a mineral property for a term of years 
with a requirement in the lease that the lessee shall extract and pay for, 
annually, a specified number of tons, or other agreed units of measurement, 
of such mineral, or shall pay, annually, a specified sum of money which shall 
be applied in payment of the purchase price or royalty per unit of such mineral 
whenever the same shall thereafter be extracted and removed from the leased 
premises, the value in the ground to the lessor, for purposes of depletion, of 
the number of units so paid for in advance of extraction will constitute an 
allowable deduction from the gross income of the year in which such payment 
or payments shall be made; but no deduction for depletion by the lessor shall 
be claimed or allowed in any subsequent year on account of the extraction 
or removal in such year of any mineral so paid for in advance and for which 
deduction has once made. 

(c) If for any reason any such mineral lease shall be terminated or aban- 
doned before the mineral which has been paid for in advance has been ex- 
tracted and removed, and the lessor repossesses the leased property, the lessor 
shall <— ust his capital accounts by restoring to the capital sum of the property 
the depletion deductions made in prior years on account of royalties on mineral 

id for but not removed, and his income account shall be adjusted so as to 
include the amount so restored to capital sum as income of the year such 
lease is terminated or the property repossessed, and the tax thereon paid. 

(d) Upon the expiration, termination, or abandonment of the lease, without 
the removal of any or all of the mineral contemplated by the lease, the lessor 
shall be required to restore to capital account the excess of the depletion 
theretofore allowable in respect of the bonus and royalty payments over the 
actual depletion or loss in value sustained as a result of the operations under 
the lease, and a corresponding amount must be returned as income for 
year in which the lease expires, terminates, or is abandoned. 

rulings inconsistent herewith are hereby revoked. 


(T. D. 3936, October 26, 1926) 
ArticLe 73: Gifts and bequests. (Also section 213 (a), article 32.) 

Income taxes—Revenue acts of 1916 and 1917—Decision of court 

1. INcomE—CoMPENSATION—EXEcUTORS’ FEES—GIFTS AND BE- 
QUESTS 

Where a testator provides that his executor “shall receive in 
full payment for all commissions, percentages, and allowances by 
statute or otherwise for acting as executor of this my will, the sum 
of $50,000,” the amount received by the executor is taxable income 
under section 2(a) of the revenue act of 1916, as amended by section 
1200 of the revenue act of 1917, as compensation for services in 
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the execution of his duties as executor and is not exempt as a gift 
or bequest within the provisions of section 4 of the revenue act of 
1916, as amended by section 1200 of the revenue act of 1917. 


2. CasE DISTINGUISHED 
The case of United States v. Merriam (263 U. S., 179; T. D. 3535 
B. 11-2, distinguished. 
The following decision of the United States district court for the southern 
district of New York in the case of Ream v. Bowers, collector, is published for 
the information of internal-revenue officers and others concerned. 


Unitep States District Court, SOUTHERN District or NEw YorRK 
Robert C. Ream, plaintiff, v. Frank K. Bowers, defendant 
Motion to dismiss complaint 
[September 9, 1926] 


HAZEL, district judge: The question presented on this motion to dismiss the 
complaint, which seeks to recover $10,204.08 illegally exacted as income tax and 
paid by plaintiff under protest, is whether a proviso in the last will and testa- 
ment of Norman B. Ream, deceased, relating to pone ep as executor is 
to be construed to exempt the specified payment to plaintiff as executor from 
income tax. The will, after nominating the executors, provides as follows: 

“Sixteenth: It is my will and I direct that my executors shall each be 
paid and shall each receive in full payment for all commissions, percentages, 
and allowances by statute or otherwise, for acting as executors of this my 
will, the sum of fifty thousand dollars ($50,000) each, and I do also will and 
direct that my sons Norman P. Ream and Robert C. Ream shall not be paid, 
nor shall they receive any commission, percentage, or allowance by statute 
or otherwise for acting as trustee hereunder except a commission of 1 per 
cent. to each of them on the amount of the income of the trust estate received 
and disbursed by the trustees. I further will and direct that the New York 
Trust Co. shall be paid and shall receive in full payment for all commissions, 
percentages, and allowances by statute or otherwise for acting as a trustee of 
this my will 1 per cent. of the principal amount of the trust estates received 
and disbursed by it as trustee, together with 1 per cent. of the amount of the 
income of the trust estates received and disbursed by it as trustee.” 

Plaintiff's contention is that the amount of $50,000 to plaintiff was not tax- 
able as income, inasmuch as it was acquired by gift or Comet. After pro- 
viding for the payment of income tax, the revenue act substantially defines 
the word income to include gains, profits and income derived from salaries, 
wages, or compensation for personal services of whatever kind and in what- 
ever form paid, and by section 4 it exempts the value of property acquired 
by gift, bequest, devise or descent. The question of liability is, therefore, nar- 
rowed as to whether the amount paid plaintiff as executor was either a be- 

uest within the meaning of the exemption clause or income derived from 
y nanan for personal services of whatever kind and in whatever form 
i 


Reliance on both sides is placed on the decision by the supreme court of 
the United States in United States v. Merriam (263 U.S., 179) to support their 
respective contentions. In that case the will of the testator, in one of its 
clauses, gives and bequeathes a sum of money to Merriam, and in another 
clause designates him and others executors of his will, and expressly states 
that the bequests made in the will to his executors ‘‘are in lieu of all compen- 
sation or commission to which they would otherwise be entitled as executors and 
trustees.’’ The quoted declaration obviously was not conditioned upon Mer- 
riam discharging any duties as executor. The bequest to him and his co- 
executors, adopting the reasoning of the supreme court, was plainly exempt 
from the provision of the income-tax act. The facts of this case, to my mind, 
are clearly distinguishable, in that the compensation to plaintiff for his services 
as executor was Ezed by the will without relation to any legacy or bequest to 
him. The phraseology of paragraph 16 of the will, in my opinion, is not open 
to the implication that plaintiff was entitled to receive the specified compensa- 
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tion without performing the duties required of an executor and trustee. 
Although the word “bequest’’ has a meaning that is not limited to a gift or 
gratuity, for not infrequently it includes a recompense, yet the requirement of 
actual service is clearly implied upon reading the two material provisions of 
the will. In this relation, the material provisions in the Merriam case and 
the will here are open to different interpretations. The words “receive in full 
payments for all commissions and percentages . . . for acting as executor” 
and “shall not be paid for acting as trustee except a commission of 1 per cent.” 
can not be regarded as a gift or bequest in the absence of words or a declaration 
warranting such an inference, or in the absence of circumstances indicative of 
such a testamentary intention. It is to be considered that in separate para- 
graphs of the will in question bequests are made to various persons and a divi- 
sion of the estate into six equal parts directed, one-fourth to plaintiff (without 
mentioning compensation as executor) and three-fourths (after division to 
others) devised in trust, while the paragraph relating to payment of the 
executors for their services is wholly silent as to any legacy to plaintiff or an 
intention that he was directed to receive payment regardless of any services * 
performed by him. In the Merriam case, on the contrary, the testator first 
expressly gave and ueathed the amount, and, in a separate clause nominat- 
ing the executors, he declared that the bequests made to his executors “‘are in 
lieu of all compensation or commissions to which they would otherwise be 
entitled.” The bequest preceded a disposition of the remainder of the property, 
while here the will contains a plain direction of payment for performing specified 
services without bequeathing, by direction or inference, the sum set aside. 

The other adjudications cited in the briefs as bearing upon a proper construc- 
tion of the language embodied in paragraph 16 of the will in question have been 
considered by me, but it is not believed that they require a different conclu- 
sion that that reached herein, viz., that the amount paid to plaintiff as an 
executor constituted remuneration for his services in the execution of his 
duties as executor and trustee, and was not a separate gift or bequest to him. 

The income tax was rightly assessed and the motion of the defendant to 
dismiss the complaint is granted. 
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AMERICAN INSTITUTE EXAMINATIONS 


(Note.—The fact that these solutions appear in THE JOURNAL OF ACCOoUNT- 
ANCY should not cause the reader to assume that they are the official solutions 
of the board of examiners. They represent merely the opinions of the editors 
of the Students’ Department.) 


EXAMINATION IN ACCOUNTING THEORY AND PRACTICE—Part I 
NOVEMBER 18, 1926, 1 P. M. TO 6 P. M. 


The candidate must answer the first three questions and one other question. 
No. 1 (37 points): 

* You are employed by the X Company, engaged in the manufacture of electric 

washing machines, to make an audit of its books of account and records for the 

year ended December 31, 1925. 

From the following trial balance (abstracted from the company’s books as of 
December 31, 1925, before closing) and accompanying data, prepare such ad- 
justing entries as you think necessary; a balance-sheet as at January 1, 1926, 
18 detailed statement of income and profits for the year ended December 31, 


Machinery and 1,000,000 
‘51,000 
Reserve for depreciation—Buildings................ $131,000 
= —Machinery and equipment . 310,000 
Inventory—Work in process and finished goods, De- 
525,000 
—Materials, December 31, 1924........... 350,000 
350 
Return sales and allowances..................00005 31,720 
39,265 
Sundry factory expenses... 37,875 
1,625,000 
6,000 
machinery and equipment............. 60,000 
18,700 
Miscellaneous office expense... 3,700 
Trade accounts payable. 81,000 
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650 
Traveling expense, salesmen. 14,820 
Capital stock, common—$100 par per share.......... 1,000,000 
preferred—7 % cumulative, $100 par per 

350,000 
Tools produced for company’s use...........+.++05- 11,000 


$6,307,870 $6,307,870 


During the course of your audit, the following facts are disclosed: 

The cashbook was held open at the close of the accounting period and col- 
lections on customers’ accounts of $20,000, received in January, 1926, were 
included in the period under review as cash in transit. 

The accounts receivable are found to be in bad condition and to include 
$12,000, admittedly worthless, and $17,000 on which only a 50 per cent. 
recovery is expected. Of the bad accounts, $11,000 relate to prior years as do 
$8,000 of the doubtful accounts. All accounts written off by the company in 
1925 relate to oo years. Notes receivable are considered to be good. Your 
examination of the bad debt reserve indicates a debit balance of $1,600, per 
books, as at December 31, 1925. 

The inventories, December 31, 1925, consist of the following: 


Work in process and finished goods................... 750,000 
The work in process and finished goods inventories comprise the following 
elements of cost: 
1924 1925 


Overhead is distributed on the basis of productive labor and your examina- 
tion of the cost accounts discloses the following: 
Actual Actual _ Rate used 
productive overhead in 


labor cost system 
$400,000 $490,000 125% 


The company computes its depreciation on the basis of rates applied to cost 
values at January 1, 1925, although effect has been given, on the books of the 
company, to an appraisal of all properties as of January 1, 1925. 

Following is a summary of the property accounts and reserves for deprecia- 


tion: 
Book value Appraisal 
Dec. 31, 1924 values 
(cost) Jan. 1, 1925 
Gross value 

300,000 450,000 
Machinery and equipment....... 600,000 1,000,000 

Reserves for depreciation: 
Machinery and equipment....... 400,000 250,000 
, 30,000 15,000 
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The following rates of depreciation used by the company are found adequate: 
Buildings, 2 per cent.; machinery and equipment, 10 per cent.; tools, 25 per 
cent. Additions to the property accounts during 1925 consisted entirely of 
tools manufactured in the company’s plant. These were not completed and 
ready for use until December 31, 1925. Charges to the tool account represent 
the following items: materials, $1,000; labor, $4,000; overhead, $6,000. 

The company has made no provision for federal taxes for 1925 and admits 
that its liabilities are, in this respect, understated. It claims, however, that it 
has no federal tax liability for taxes for prior years. Upon examination of the 
ag returns and tax file, you find that although heavy losses, incurred 
in 1921 and 1922, would practically offset the profits of 1923 and 1924, the 
company made very large profits in 1918, 1919 and 1920; that a field agent has 
made an examination and found an additional tax liability for these years of 
$100,000. A letter in the files from the company’s tax attorneys estimates the 
agss erg $75,000 and your own scrutiny of the returns for these years serves 
to confirm this estimate. 

Among the stipulations of the ame eae agreement is a clause to the 
effect that annually, on or before March 31st of each year, the company shall 
set aside, out of the earnings of the calendar year preceding, the amount of 
$25,000 to purchase for retirement and cancellation an equivalent par amount 
of preferred stock which is callable by lot at par. ' 


Solution: 
The adjusting journal entries which follow may be traced to the working 
papers by means of the entry numbers. 


Journal entry No. 1 


To transfer to customers’ accounts the collections 
received in January, 1926, and credited to customers’ 
accounts as of December 31, 1925. 


Journal entry No. 2 


(See explanation below) 
Journal entry No. 3 
4,500 
(See explanation below) 
Explanation of entries adjusting accounts receivable 
Charge Charge 


Total surplus bad debts 


Credits to accounts receivable for: 
Worthless accounts to be written off: 


Applicable prior to 1925...............04. $11,000 $11,000 
Total credits to accounts receivable... .... $12,000 
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Charge Charge 
Total surplus bad debts 
Credits to reserve for bad debts: 
To close out the debit balance in the reserve 
resulting from write-offs of accounts arising 
prior to 1925 in excess of reserve provision at 
To set up reserve for 50% of doubtful accounts 
on the books at December 31, 1925: 


Applicable to prior years......... $8,000 4,000 4,000 
Applicable to 1925.............. 9,000 4,500 $4,500 
Total credits to reserve................ $10,100 
Journal entry No. 4 
Inventory—Raw materials, December 31, 1925......... $380,000 
To—Manufacturing account. $380,000 


To record the above closing inventory and to 
transfer to the manufacturing account. 


Journal entry No. 5 


Inventory—Factory supplies, December 31, 1926....... $18,600 
To set up inventory of factory supplies. 


Before an adjusting entry is made to bring the inventory of work in process 
and finished goods at December 31, 1925, on the books, an examination should 
be made to determine the accuracy of the elements of cost used in arriving at the 
inventory value. The direct labor ($450,000) shown in the trial balance is in 
agreement with the amount of direct labor disclosed by the cost accounts for 
the year 1925, but an analysis of the overhead brings out the fact that the total 
shown by the cost records ($540,000) is before giving consideration to the 
inventory of factory supplies ($18,600) on hand at December 31, 1925, and the 
adjustment for depreciation of tools commented upon later. 

The following data show the correct manufacturing expense for the year and 
the adjusted value of the work in process and finished goods at December 31, 
1925, on the basis of the correct burden. 


Statement of factory overhead for the year ended December 31, 1925 


37,875 
machinery and 60,000 
tools (see journal entry No. 10,000 
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Less—Inventory, December 31, 1925............... 18,600 

——-__ 54,460 


The actual overhead rate is found to be ($518,900 overhead + $450,000 
labor) 115.31 per cent. of direct labor, and not 150 per cent., the rate used in the 


cost system. As shown in the following analysis the correct inventory valua- 
tion should be $701,435. 


Cost Correct 


used cost 
Overhead (115.31% of labor)... 161,435 
The entry to record this inventory follows: 
Journal entry No. 6 
Inventory, work in process and finished goods, December 


To record the work in process and finished goods 
inventory, December 31, 1925. 


A similar adjustment is necessary for the opening (December 31, 1924) 
inventory of work in process and finished goods which included, with direct 
labor and materials, an overhead charge based upon a rate of 125 per cent. of 
labor. This rate should have been 160 per cent. ($480,000 overhead + 
$300,000 labor) as disclosed by an analysis of the cost records. A summary and 
comparison follows: 


used cost 


The understatement of this inventory of December 31, 1924, should be 
adjusted by a credit to surplus account. 
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Journal entry No. 7 
Inventory—Work in process and finished goods, De- 


To correct the inventory of work in process and 
finished goods, December 31, 1924. 


$560,000 
$35,000 


The fixed-asset accounts and the related reserves for depreciation of the 
company were adjusted on the books at January 1, 1925, to agree with the 
appraisal values as of that date. The offsetting credit for the net appreciation, 
however, does not appear as ‘“‘earmarked”’ or set aside in the trial balance of 
December 31, 1925, and as it undoubtedly was credited directly to surplus 
account an adjustment should be made to isolate the appraisal element of 
surplus in an unrealized appreciation account. 


Comparative statement of fixed assets and depreciation reserves showing book 
values, appraisal values, and appreciation as of December 31, 1924 


Gross value: 
Machinery and equipment............. 600,000 1,000,000 400,000 
Total (exclusive of tools). ........... $950,000 $1,600,000 $650,000 
50,000 40,000 10,000* 
$1,000,000 $1,640,000 $640,000 
Reserve for depreciation: 
Machinery and equipment............. 400,000 250,000 150,000 
Total (exclusive of tools)............ $550,000 $375,000 $175,000 
Total reserve for depreciation. ..... $580,000 $390,000 $190,000 
Depreciated values: 
$420,000 $1,250,000 $830,000 
* Decrease. 


| 
| 
Book value Appraisal 

(cost) value Apprecia- 

December January1, tion 

31, 1924 1925 
53 


The Journal of Accountancy 


It would appear from an examination of the foregoing appraisal figures that 
excessive provision for depreciation has been made in past years. In that 
event, profits in prior years have been understated and surplus at December 
31, 1924, is understated, and it would be correct to credit surplus with the 
amount of such excess provision, treating as unrealized profit only the differ- 
ence between appraisal values (net) and the book values after adjustment of 
the reserve accounts for excessive provisions for depreciation in the past. 
But the problem does not classify the appraisal adjustment as to its various 
possible sources, namely, increases in price levels, possible errors in distin- 
guishing between capital and revenue expenditures, incorrect depreciation on 
a cost basis, and adjustment of depreciation to an appraisal basis. In respect 
of tools, however, the usually temporary nature of such property and the 
difficulty of pursuing a strictly accurate policy of depreciation and differentia- 
tion between capital and revenue expenditures lead to the assumption (some- 
what arbitrary, perhaps, but probably justifiable) that the appraisal revaluation 
is more largely the result of past errors affecting revenue than of mere price 
increases. It therefore appears fairly reasonable to allow the appraisal 
adjustment of tools in the net amount of $5,000 to remain as a credit to surplus 
in correction of profits of prior years, and to set up in reserve the unrealized 
profit on the remaining assets. On the basis of the above stated assumption, 
the following entry should be made: 


Journal entry No. 8 


To— Reserve for unrealized profit on appraisal... . $825,000 
To transfer from surplus to the reserve. 


Some further consideration of the tools account appears necessary. The 
problem shows that depreciation in the amount of $12,500 has been provided 
during 1925, this being 25 per cent. of the book value of $50,000. But the 
appraisal shows a gross value of only $40,000. The decrease of $10,000 can 
scarcely be thought to have resulted from a lowering of price levels, because 
the large increases in the gross values of the other appraised assets suggest the 
strong probability of a general increase in price levels. The logical conclusion 
is that tools have been improperly capitalized or that the cost of worn-out 
tools has not been taken from the asset account. For these reasons it appears 
desirable to adjust the depreciation provision for the year by the following 
entry: 

Journal entry No. 9 
Reserve for depreciation—Tools.................... $2,500 
Te—Dapreciation, tools. $2,500 


Provision set up—25% of $50,000... $12,500 
Adjusted provision—25% of $40,000 10,000 


The question now arises as to the consideration to be given to other ap- 
praised values in making adjustments of the depreciation provisions already 
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set up in the accounts on a cost basis. In other words, should depreciation for 
1925 on assets other than tools be based on cost or appraised values? 

The purpose in basing the depreciation charges on the cost value of the 
fixed assets is to charge operations with the cost of the property consumed. 
If this charge were based on the appraisal values, the operating costs would 
be overstated and would result in an understatement of profits. 

But in considering the credit to the related reserves for depreciation, the 
candidate is faced with the following dilemma: 


(1) If the reserve is credited with the amount of depreciation based on the 
cost of the assets, it will be a hybrid. On January 1, 1925, the 
reserves for depreciation were adjusted to agree with the appraisal 
figures, and if the amount of depreciation for the current year is based 
on cost values, the reserves will contain amounts based on both values 
—appraisal and cost. 

(2) This incongruity in the reserve may be avoided by providing depre- 
ciation for the current year on the basis of the appraisal values. The 
credits to the reserve for depreciation will thus be kept on a uniform 
(appraisal) basis. The offsetting charge should be divided into two 
parts, as follows: 

(a) Depreciation of cost—charged to operations. 
(b) Depreciation of appreciation—charged to the reserve for unreal- 
ized profit on appraisal. 

The entries for the (b) element during the remaining life of the property 
would transfer the reserve for unrealized profit on appraisal into the reserves 
for depreciation if the appreciation were depreciated over the remaining life 
of the assets subsequent to the appraisal. But this remaining life is not known. 
To illustrate the difficulty under consideration, consider the stated facts as to 
buildings. The depreciation rate is 2 per cent.; at this rate it will require 50 
years to transfer the building appraisal profit from the reserve for unrealized 
profit on appraisal into the reserve for depreciation. 

But 50 years was presumably the estimated total life of the building, and 
not the estimated life remaining after the appraisal. Two guesses may be 
made as to the remaining life of the asset, as follows: 


From data on the 
Cost basis Appraisal 


basis 


Remaining life: 
27.7% =25 years 
72.3%= 65 years 
If the cost-data basis is correct the appreciation should be written off over 
25 years, or at the rate of 4 per cent. per annum; in that case, the 2 per cent. 
rate will be insufficient to transfer the unrealized profit to the depreciation 
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reserve. On the other hand, if the appraisal-data basis is correct, the appre- 
ciation should be written off over 65 years, or at the approximate rate of 1} 
per cent. per annum; in that case, the 2 per cent. rate is too large and will result 
in transferring the unrealized profit to the depreciation reserve before the 
expiration of the life of the asset. 

Such difficulties as these appear to be inherent in the accounting for ap- 
praisals. For purposes of this solution it appears to be sufficient to call atten- 
tion to the principles and the difficulties involved, and to set up the provisions 
for depreciation of both cost and appreciation at the annual rates stated in 
the problem. 

Statement showing computation of charge against the reserve 


for unrealized profit on appraisal for depreciation 
upon the appreciation of fixed assets 


Amount of 
Amount of Rate of deprecia- 
appreciation depreciation tion 
Machinery and equipment............ 400,000 10% 40,000 
Journal entry No. 10 
Reserve for unrealized profit on appraisal........... $43,000 
To—Reserve for depreciation, buildings ........ $3,000 
Reserve for depreciation, machinery and 
40,000 


To charge reserve for unrealized profit on ap- 
praisal with depreciation on the excess of appraised 
value over cost in respect of buildings, machinery 
and equipment. 
During the year 1925, the company manufactured tools for its own use, but 
these were not completed or ready for use until December 31, 1925. A charge 
was made to tools account for the following: 


It will be noticed that the overhead charge of $6,000 is 150 per cent. of 
direct labor, $4,000, and as may be seen from the computations and comments 
preceding entry No. 6, the actual rate for the year 1925 was found to be 115.31 
per cent. The charge for these tools should be adjusted to express the fol- 
lowing cost: 


In general, conservative theory would include as overhead only such 
increases in expenses as are directly attributable to the construction of assets 
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for own use. This information is not given in the problem, and the candidate 
may adopt the ultra-conservative method of charging the cost of manufacturing 
the tools with only material and direct labor, or he may include overhead based 


on the actual rate (115.31 per cent.). For the purpose of this solution, the 
latter method is followed. 


Journal entry No. 11 


To reverse the charge to tools account. 
(See entry No. 12). 


Journal entry No. 12 


9,612 
To—Manufacturing account................... 9,612 
To charge tools account with the cost of pro- 
duction: 
$9,612 
Journal entry No. 13 


To transfer the amount of dividends paid (7% 
on $350,000) on preferred stock outstanding. 

It would be well for the accountant, if possible, to obtain an authorization 
from the board of directors, who should pass a resolution appropriating the 
estimated amount necessary to meet the liability for additional assessments 
of income and profits taxes for the years 1918, 1919 and 1920. 


Journal entry No. 14 


To—Reserve for additional assessments for income 

and profits taxes, 1918, 1919 and 1920.......... $75,000 
To set aside reserve for estimated amount of 

additional assessments for income and profits 

taxes for the years 1918, 1919 and 1920. 


Before computing the income-tax liability for the calendar year 1925, it is 
necessary to determine the amount which may be deducted from gross income 
as bad debts, and this will depend, in turn, upon the method of treating such 
debts. That may be (1) by the deduction of an addition to a reserve for bad 
debts, or (2) by the deduction of debts ascertained to be worthless in whole 
or in part and charged off within the year. The second method has been fol- 
lowed in the solution although information is lacking as to the amount of debts 
ascertained to be worthless and charged to the bad-debts reserve during the 
year. The amount of the deduction is determined as follows: 
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Debts ascertained to be worthless which have not yet been 

charged to the bad-debts reserve... $12,000 
Debts ascertained to be worthless which have been charged to 

the bad-debts reserve—at least (possibly less but probably more). 1,600 


The income-tax liability for the year 1925 may therefore be computed as 
follows: 
Net profit for period before provision for federal income 


Add: 
Donations (unallowable deduction).................. 350 
Deduct: 


Excess of deduction for bad debts over amount of bad 
debts charged to profit and loss for year ($13,600 — 


$77,255 

Journal entry No. 15 
To—Income tax payable, $77,255 


To record income-tax liability for the year 1925. 


The preferred-stock agreement requires that the company set aside on or 
before March 31st of each year out of the earnings of the calendar year pre- 
ceding, the amount of $25,000 to purchase for retirement and cancellation an 
equivalent par amount of preferred stock. Unless the directors have author- 
ized the setting aside of an amount for this purpose, no entry is necessary at 
December 31, 1925, because the provision does not become operative until the 
following March 3ist. However, the matter should be, and is in the accom- 
panying statements, alluded to in a footnote. 

Moreover, an analysis should be made of the accounts for the current and 
prior years to ascertain whether or not this requirement has been met, and 
comment should be made accordingly. The indications are that the March 31, 
1925, requirement was not met. It will be seen by reference to the trial 
balance that dividends amounting to $24,500 have been paid during the year. 
This dividend payment is 7 per cent. of $350,000, the amount of the 7 per cent. 
preferred stock outstanding at December 31, 1925. If the company had re- 
tired and cancelled $25,000 par amount of preferred stock on or subsequent to 
March 31, 1925, the outstanding preferred stock before that date must have 
been $375,000, and in that case dividends for the year would have been more 
than $24,500. 

In either case it may be assumed, inasmuch as the dividends paid amounted 
to exactly 7 per cent. of $350,000 that this is the amount of preferred stock 
that was outstanding during the entire year and that the company failed to 
meet the apparent requirement of the preferred-stock agreement to retire 
$25,000 of this stock each year. 
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Exhibit | ” 
X CoMPANY 


Statement of cost of goods manufactured and sold for the year ended 
December 31, 1925 
Raw materials: 


Inventory, January 1, 1925....................4- $350,000 
$1,975,000 
Less: Inventory, December 31, 1925.............. 380,000 
$1,595,000 
450,000 
Manufacturing expenses: 
Power, light and heat. 37,650 
Maintenance and 39,265 
Sundry factory expenses. 37,875 
Depreciation: 
$6,000 
Machinery and equipment.............. 60,000 
10,000 
76,000 
12,950 
518,900 
Less: Cost of tools manufactured. 9,612 
Deduct inventory variation, work in process and fin- 
ished goods: 
141,435 
Cost of goods manufactured and sold...................-0005- $2,412,853 
Exhibit “B” 
X CoMPANY 
Statement of profit and loss for the year ended December 31, 1925 
Less: Return sales and allowances................+. 31,720 
$3,308,280 
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Deduct: Selling, general and administrative expenses: 
Traveling expense, 14,820 
Stationery and office supplies................... 12,620 
350 
Miscellaneous office 3,700 
5,500 
285,010 
Exhibit 
X ComMPANY 
Analysis of surplus account for the year ended December 31, 1925 
Balance, January 1, 1925, per books. $973,970 
Add: Understatement of inventory—work in process 
and finished goods, December 31, 1924. 35,000 
$1,008,970 
Deduct: 
Bad debts applicable to prior years................. $16,600 
Appreciation of fixed assets (not including tools)...... 825,000 
Reserve for additional assessments for income and 
profits taxes, 1918, 1919, 1920................... 75,000 
916,600 
Balance, January 1, 1925, as adjusted....................0000e $92,370 
Add: Net profit for the year, 1925 (exhibit “B”)................. 602,017 
Deduct: 
77,255 
101,755 
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X CoMPANY 
Balance-sheet, December 31, 1925 
Assets 
Current assets 
Accounts receivable................. $555,000 
Less: Reserve for bad debts........... 8,500 546,500 
36,250 
Inventories: 


Work in process and finished goods... 701,435 1,081,435 


Prepaid expenses: 


Unexpired insurance. $2,650 
Inventory of factory supplies.................. 18,600 
Fixed assets: 
Reserve 
for 

Appraisal depreci- Book 

value ation value 
$150,000 $150,000 
450,000 $134,000 316,000 
Machinery andequipment.. 1,000,000 350,000 650,000 
wens 49,612 25,000 24,612 
rere $1,649,612 $509,000 $1,140,612 


Income tax payable, 1925.................000- 77,255 
50,000 
Trade accounts 81,000 
Reserve for additional assessments for income and 
Net worth: 
Capital stock: 
Preferred—7% cumulative (par $100)......... $350,000 
1,000,000 
Reserve for unrealized profit on appraisal ....... 782,000 


$1,879,425 


21,250 


1,140,612 


$3,041,287 


$241,655 


75,000 


2,724,632 


Liabilities and Net Worth 

Current liabilities: 
$3,041,287 
_____. } 
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Note.—No provision has been made for possible additional assessments or 
recoveries of income and profits taxes for the years 1921, 1922, 1923 and 1924. 
(It will be noted that adjustments were made for an understatement of the 
inventory of December 31, 1924, and for bad debts applicable to prior years.) 

The preferred-stock agreement requires that the company set aside on or 
before March 31, 1926, out of the earnings of the calendar year 1925, the amount 
of $25,000 to purchase for retirement and cancellation an equivalent par 
amount of preferred stock which is callable by lot at par. No provision has 
been made for the calendar year 1925. 


65 


Book Reviews 


CONSOLIDATED BALANCE-SHEETS, by G. H. Newtove. The Ronald 
Press Co., New York. 309 pages. 


The author of Consolidated Balance-Sheets has directed his efforts to the 
mechanical rather than the theoretical aspects of consolidations. He does 
briefly mention varying theories, and barely indicates his preferences. This 
seems to be a wise course, since textbooks having an obvious bias on debatable 
matters can not be accepted without question by the student; this is emphati- 
cally a book for the student and not for the professional accountant. 

Many features of the book show the desire to instruct the student in methods 
rather than in debatable principles; conspicuous among these is the comparison 
in each problem of the procedure (a) where the stock of subsidiaries is carried 
at actual asset value and (b) where it is carried at cost. Asa practical matter 
the stocks of subsidiaries can never be carried at asset value except at the date 
that the subsidiaries close their accounts; but the comparative statements of 
procedure referred to are well designed to clarify the minds of students. The 
differences in eliminations, always arriving at identical results, bring forth 
conspicuously the adjustments needed where stocks of subsidiaries are carried 
at some value differing from the asset value, as in nearly all cases they are. 

Not much attention has been given to those cases where stocks of subsidiaries 
have been acquired in exchange for stock issued by parent companies; and a 
prominence that seems rather strained has been given to the treatment of 
stocks acquired by purchase in the open market. Of present-day consolida- 
tions it is probable that 80 per cent. are of companies either organized by the 
parent or acquired for capital stock of the parent. 

The treatment of the accounts where the apparent value of tangible assets 
acquired is greater than the cash consideration, namely, by the establishment 
of a reserve for revaluation of assets, fails entirely when the subsidiary is 
acquired by the issue of stock of the parent company; inter-company relations, 
saving on consolidation, increased business resulting from common ownership, 
and some other factors may well influence the sale of stock to a parent company 
in exchange for an amount of stock of the parent either much greater or much 
less in book value than the tangible assets sold. Indeed, the value of the stock 
to be issued by the parent for the stock of the subsidiary may depend largely 
on the acquisition of that and other subsidiaries. In such circumstances the 
real value of the stock of the parent, including goodwill not on the books, can 
not be determined with sufficient accuracy to justify the provision of a reserve 
for revaluation of assets representing an assumed excess of book value of assets 
acquired over value of parent’s capital stock issued for them. Only an actual 
revaluation can determine a proper value other than book value. Tax 
department methods may be all right for the purpose of measuring taxable 
profit, but it will be a sad day when they are accepted as a guide to correct 
accounting. 

During recent years costs have so advanced that fixed assets long carried on 
the books are presumably undervalued; and a reserve for revaluation provided 
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out of the excess of book asset values over cost of capital stock representing 
them is a refreshing thing to think about. We have been accustomed rather to 
see ‘capital surplus arising from reappraisal,” representing a write-up of the 
book values of fixed assets. 

Perhaps the author will deal with these matters in a later book; they are, 
possibly, somewhat unsuited to the ordinary student. 

So far as the author does indicate any preferences on debated subjects his 
leanings are toward sane and conservative ideas. However, the influence of 
tax training seems to have given a slight bias toward bureau of internal revenue 
accounting. 

The relations of subsidiaries and sub-subsidiaries are set forth as a “family 
tree,”’ and rules are given for their consolidation (rules 5,6,etc.), stating that the 
consolidation must proceed by steps, ‘‘so that no more distantly related com- 
panies than father and son are consolidated in the same step.” Very good, if 
the relation is so simple; but there are companies where the son is also a grand- 
son, and even cases where the grandson is also a stockholder in the parent. It 
is to be desired that these also may be the subject of a more advanced work by 
this author in the future. In the meantime this book will go far toward a 
correct training in the simpler problems of consolidation. 

F. W. THornTOon. 


THE CORPORATION SECRETARY'S GUIDE, by Witt1am H. Crow. 
Prentice-Hall, Inc., New York. 765 pages + xx. 


“This volume is intended primarily to fill the need for a comprehensive 
manual and reference book for corporation secretaries.’’ So-reads the opening 
sentence of the preface of The Corporation Secretary's Guide, and an examination 
of the succeeding 764 pages inclines one to the opinion that it fills its mission. 

The book consists of 24 chapters, an appendix containing a great variety of 
forms and the listing requirements of American and foreign stock exchanges, 
followed by a complete index. 

The opening chapters are devoted to a description of the nature and scope 
of a secretary’s office, the qualifications in England and America, pre-organiza- 
tion and organization matters, including a tabulated statement of the require- 
ments in each state. It describes the powers and duties of the various corpo- 
rate officers, the many records, reports, notices, lists, etc., for which a secretary 
is responsible, and his duties preliminary to and while in attendance at meet- 
ings. There is a full statement of the legal requirements related to each of the 
various corporate meetings, followed by a chapter describing the books and 
records to be maintained by a secretary. Five chapters are devoted to the 
details related to transfers; corporation taxation occupies one chapter, and is 
followed by another on the miscellaneous duties of a secretary. Then comes 
one of the most valuable portions of the book, a description of privileged 
offerings or ‘“‘rights,’’ which occupies several chapters. 

A chapter on commercial law contains numerous definitions of legal phrases 
in common use and the book closes with a glossary of stock-exchange and 
financial terms. Throughout the book are 9 tables showing the requirements 
of taxes, fees, etc., imposed by each of the states in the union. 
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The author gracefully conveys his thanks to the many collaborators who 
have assisted him and expresses his regret that he is unable to name them all; 
however, he feels that special acknowledgments are due to 147 gentlemen 
(nearly all secretaries) who have assisted him. 

It is a curious fact, and one worthy of consideration, that in America, where 
incorporation is resorted to perhaps to a greater extent than in any other 
country, there is no recognized standard of secretarial qualifications. The 
company secretary in this country has, Topsy-like, “just growed,’’ and today 
he is in a position somewhat similar to that which the accountant occupied here 
forty years ago. He is frequently, as was the accountant, a man of ability, 
but he is not recognized as belonging to a distinct profession, as is his brother in 
England where the Chartered Institute of Secretaries maintains standards, 
sets examinations and exercises a control of the profession in a manner not 
dissimilar to that followed by the chartered bodies of accountants. 

The essential characteristics of a good secretary are a genius for detail, 
industry and tact: would that his duties could be as briefly defined! 

Reading this book leaves one with the impression that a really first-rate 
secretary should have all the virtues, all the knowledge and every other good 
thing possessed by the 147 named collaborators, to say nothing of the cloud of 
unnamed assistants. But after all, is not one of the chief duties of a secretary 
that of doing himself what any other of the officers has left undone? 

After considering the book as a whole, what impression does it leave on the 
mind of the reader? So far as this reviewer is concerned, the impression is 
good, distinctly good. 

The need for such a book is apparent, the information is complete, well 
stated and varied. Some doubt arises as to whether or not it is too varied. 

The experiences of able men have a permanent value, standard forms may 
be relied on for long periods, but any attempt to tabulate the ever changing 
laws of 48 states on such a subject as the regulation of corporations seems to me 
dangerous. In the present instance, notwithstanding a page of ‘‘changes and 
errata,” some errors remain. Floridians are proud of their new incorporation 
law passed in 1925 and said by many competent authorities to be the best in 
the United States. This is mentioned on page 68 and is correctly quoted in 
several other places, yet the “‘important requirements” on pages 96 and 97 are 
evidently taken from the old statute and are incorrect in many, if not most, 
of the important particulars. 

Possibly other doubts may arise as to the wisdom of devoting a chapter to 
commercial law—on the principle that a little knowledge is often a source of 
danger—and also as to the recessity for a glossary. Such additions increase 
the expense of the book and contribute to make the price sufficiently high to 
prevent its purchase by some secretaries of small corporations—a ciass which 
contains perhaps those most in need of information. Still, notwithstanding 
these items of doubtful value, there remains a mine of great value. 

So far as I know, no other work on the subject is as complete as this one, 
and it is probably the first time that such a variety of information regarding a 
secretary, his requirements and his duties has ever been enclosed in the covers 
of one book. 


WALTER MUCKLow, 
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ELEMENTARY ECONOMICS, by Frep Rocers FArrcHILp, EDGAR 
STEVENSON FurRNIss and NorMAN SyDNEY Buck. The Macmillan Com- 
pany, New York. 2 vols., 568 and 661 pages. 

Having several times in these columns expressed an earnest wish for more 
texts on elementary economics for the rising generation, it is perhaps not 
surprising that the editor of THE JOURNAL has sent me the excellent volumes 
called Elementary Economics to review. I confess at once that I got more 
than I bargained for! After several weeks of reading and inwardly digesting 
these twelve hundred pages, I am moved to remark that if these be elementary 
economics; if, as the authors announce, this book is “strictly for beginners,” 
what, then, must be the scope of advanced economics! ‘‘Elementary” is a 
relative term to be sure, but it seems to me it has been rather overworked as a 
qualifying title in this particular line of study. A casual inspection of the 
contents of several of these ‘“‘elementary’’ texts, ranging from 250 to over 
1,000 pages, all proclaiming themselves to be for ‘“‘high schools and colleges,” 
has left me with very confused notions as to just what constitutes the elements 
of economics. Now I have a decided respect for the mental acuteness of the 
average twelve to fourteen-year-old youth, and I believe a small primer of sound 
economics, an economic credo, as it were, would be readily grasped and 
assimilated by him. This is what I had in mind to combat communistic 
“Sunday school” methods. It would be as practicable and useful as similar 
methods of teaching history and geography in the elementary schools, or 
religious history and dogma in our Sunday schools. 

But this is by the way. What we have in this book is a text for the use of 
college students prepared by members of the faculty of Yale University in the 
light of many years’ experience in teaching the subject. Disclaiming any 
attempt at propaganda in favor of one school or another, its avowed aim is to 
set forth the elementary facts and principles upon which the science of eco- 
nomics stands today. The authors have endeavored as far as possible to 
avoid controversial subjects, believing such matters to belong to the more 
advanced courses in this field. Where this rule could not be followed they 
have frankly stated what they consider sound conclusions to be drawn from 
the premises, believing, and rightly I think, that beginners do not profit much 
from the type of discussion which presents both sides of a controversy and 
leaves them to draw their own conclusions. With the ethical or moral prob- 
lems which inevitably arise the authors profess no concern: the object of the 
book is to aid the student to discover how things are, not how they ought to 
be, following the classic distinction between science and art as laid down by 
Francis Walker. While the book as compared with the majority of textbooks 
in economics may appear quite long, it has been written with the idea of 
combining class work with required reading, a desirable convenience for 
students of smaller colleges maybe, and certainly for the general reader, who 
may not have access to the list of books of sources and authorities given at the 
end of each section. And finally the book is offered to those more mature 
readers who have not had the advantage of college instruction in economics, or 
have forgotten most of what they did have, as a general outline of the science 
of economics as it stands at the present time. 

A brief summary of the contents will best indicate the scope of the book. 
Part I describes the economic organization: the necessary preliminary 
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definitions of economic terms, the factors of production, a history of industrial 
stages in England and America (most interesting chapters these!), division 
of labor, business units, the organization of marketing and transportation, 
and the economic functions of government. 

Part II, the laws of price: significance of price, supply and demand, com- 
petitive and monopoly prices, and the complex relations of supply, demand 
and cost of production. Old-fashioned Spencerianites will note with satis- 
faction the modern confirmation of the doctrine that all things tend to an 
equilibrium. 

Part III deals with the history and various theories of money, banking and 
exchange, a section likely to cause severe headaches and more or less conten- 
tion! While I admit the need of a term more inclusive than “money” to take 
in the extensive use of bank credits (deposits and cheques), I query the word 
“currency” (see page 437). This word has a definite and universally accepted 
meaning in business and financial circles, and the use of it as a technical eco- 
nomic term can lead only to confusion. Why not “exchange media’? In 
their discussions of the stabilized dollar and the business cycle the authors 
seem to have gone outside the stated purpose of telling only “what is, not what 
ought to be.” As far as I can see, stabilizing the dollar on the basis of index 
prices would be purely arbitrary as a function and not governed by any eco- 
nomic law per se; while it is obvious that the business cycle simply illustrates 
the inevitable working of certain economic laws. We know what they are, so 
there is no “‘unsolved problem in economic science” (p. 515) involved. 

The second volume opens with part IV discussing several problems of the 
business organization, such as the economics of railroad transportation, leading 
naturally to the phenomenon of government regulation, and the problems 
of industrial monopoly and its control, “big business’, and of the closely 
interrelated subjects of risk, insurance and speculation. 

Part V covers the most vexed, least understood and highly explosive field of 
the distribution of wealth and income. This brings under survey the questions 
of rent, interest, profits, wages, trade unions, immigration and population. 
The Malthusian theory comes in for its usual derogatory criticism—a modern 
economist would be out of fashion if he did not take a shot at it!—but I am glad 
to note that the authors of the book after duly riddling the mistaken ratios 
admit that the fundamental basis of the theory is correct. 

Part VI treats of the economics of government, a subject that is becoming of 
painful interest to us as a people, involving public finance, taxation, tariffs and 
government industries (post office, etc.), with some remarks upon government 
ownership, as would be expected. 

In part VII there is a very clarifying and instructive discussion of the labor 
problem and the rise of labor organizations. 

It is not of any importance perhaps, but the title of part VIII, “Reform of 
the economic system’’, seems a misnomer. Of its two chapters, the first, on 
profit sharing and coéperation is logically an evolution, not a reform, of the 
distribution of income, while socialism, the subject of the second chapter, 
necessarily involves the total destruction of the present capitalistic system. 
Witness the authors’ definition of socialism: 

“Socialism is a programme of reform which repudiates private owner- 
ship of the means a peclection and competitive control of industry; it 
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paapene a type of society in which productive capital will be owned col- 
ectively and economic activity will be controlled by authority.” 
However, a ‘‘reform” that kills the object to be reformed is no doubt effective! 

As one of those ‘more mature readers’ whose “present notions (of the 
science of economics) are . . . vague and antiquated” (or at least were) I 
make bold to affirm that the authors of Elementary Economics have well per- 
formed their task as outlined in the second paragraph of this review. I cheer- 
fully recommend the book to all others in like case. I suppose the average 
business or professional man has a more or less hazy smattering of economic 
ideas and principles lurking in the back of his mind. By the same token he is 
more than likely to have just that proverbially dangerous little learning that 
makes him vulnerable to attacks by light-hearted and light-headed pseudo- 
economists who offer through the popular magazines and Sunday supplements 
economic panaceas warranted to abolish poverty, business cycles, low and high 
prices, profits, banks, etc., etc., ad lib., forthwith. If the “economist” happens 
to be prominent in some other profession or business with little or no reputation 
in the field of economics, so much the better. It is not an easy task to read and 
digest this ‘‘exposition of the fundamental facts and principles of economics.” 
Compared with the leisurely perusal of a popular article on a Sunday afternoon 
it is even hard work, but if faithfully and earnestly undertaken it will bring far 
better results in the way of an orderly and logical method of reasoning on 
causes and effects. It hurts to think sometimes, but we would be a better 
balanced people if we learned to think till it hurts. 

W. H. Lawton. 


MOTOR BUS ACCOUNTING PRACTICE, by IrviLLE AuGcustus May. 
The Ronald Press Company, New York. 200 pages. 


The rapid development of transportation by motor bus, both within the 
limits of cities and between cities and towns, leads one to expect the publication 
of books on the accounting practices applicable to such ventures. In the 
opinion of the reviewer, Mr. May’s book, Motor Bus Accounting Practice, will 
be more valuable to bus enterprises operated in connection with, or as com- 
petitors of, street railway systems than to suburban bus lines or companies 
operating between distant cities or towns. 

The book contains fifty-four forms, and suggested headings for others, and 
reproduces in the appendix the classification of accounts for bus-operating 
cdmpanies prepared by the committee on bus accounting of the American 
Electric Railway Accountants’ Association, as amended in October, 1925. 
These forms and the appendix should prove valuable to any accountant engaged 
in designing and installing a system of accounts for a motor-bus operator. 
However, the author submits or suggests more forms than the average bus 
company could use to advantage, and a number of the forms reproduced over- 
lap, with the result that the user of the book will be called upon to discriminate 
in determining which forms, or parts of forms, will best serve his purpose. 

The reviewer believes that the chapter on statistical information places too 
much emphasis on summarizing revenue and expense data by buses, and to a 
certain extent disregards the fact that practical operating conditions often 
require the same bus to run on two divisions during one day. Executives of 
bus companies tell us that operating costs by buses are important in deciding 
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upon types or makes of coaches to be purchased or withdrawn from service, but 
that data on passengers carried (or gross revenue per bus mile), by runs or 
divisions, are of great importance in determining policies. 

One should not expect polished literary style in a book of this character, or 
comment on violations of good form such as the use of a split infinitive, but the 
reading matter would have been improved had the author made definite un- 
hedged statements of his own opinions rather than frequently using such 
phrases as, ‘It would seem to be rather poor advertising,” “a report .. . 
somewhat along the lines shown,” “‘still further reports might come in from the 
operating department,” “which might be called ‘statistical information’ or 
some other name,”’ and ‘‘some forms that might perhaps be used.” 

The explanation of the operation of a petty cash fund and other similar 
matter ‘‘might perhaps’’ have been omitted from a book of this character. 

A. F. WAGNER. 


TEN-PLACE INTEREST AND ANNUITY TABLES, by Freperick C. Kent 
and Maupe E. Kent. McGraw-Hill Book Co., Inc., New York. 214 pages. 

The title of Ten-Place Interest and Annuity Tables errs on the side of modesty. 

The book contains the six customary tables of compound interest, discount and 
annuity values carried to ten places of decimals at 36 different rates of interest 
from % of 1 per cent. to 10% per cent. The 24 highest rates are calculated 
for 100 periods, the middle group of 4 rates for 200 periods and the 8 lowest 
rates for 300 periods. This last group, for instance, assists one in calculating 
values at nominal interest rates of 3 per cent. to 9 per cent. per annum com- 
pounded monthly for a total period of 25 years. 

There are also tables showing: the compound amount of 1 at 15 rates from 
-25 of 1 per cent. to .95 of 1 per cent., carried to 15 places; the compound 
amount of 1 for fractional parts of a year, the nominal annual rates equivalent 
thereto and the compound amount at the end of a year of periodic deposits 
during the year—all for 2, 4, 6 and 12 parts of a year at 36 different rates of 
interest, and all carried to 10 places of decimals. 

Tables of logarithms are also incorporated, giving ten-place logs of 228 
interest ratios from 1.0005 to 1.10, seven-place logs of numbers from 10,000 to 
11,000 and a six-place log table from 1,000 to 10,000. 

The volume concludes with the American experience table of mortality and 
the commutation columns based thereon at 3% per cent. 

An introduction gives examples and solutions so that the tables may be used 
by one with no knowledge of actuarial science. 

EDWARD FRASER. 


THE TEN-PAYMENT PLAN OF RETAILING MEN’S CLOTHING, by 
H. D. Comer. Bureau of Business Research, The Ohio State University. 
27 pages. 

The bulletin of The Ohio State University on ‘‘The ten-payment plan of 
retailing men’s clothing” presents a very interesting exposition of the subject. 
The analysis of the plan seems to be as complete as available information will 
permit, and the conclusions are stated in brief and intelligible form. While 
the plan seems open to the same objections which apply to all credit methods, 
it appears to have some advantages over other forms, one of the principal being 
that the goods purchased are paid for before they are worn out. It seems to be 
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established that the plan as now operating materially reduces the time out- 
standing on accounts. This time element has been mathematically analyzed 
and effectively visualized in accompanying charts. The conclusion in regard 
to the time factor, however, is that it is harder on the customer than the 
ordinary credit arrangements. ‘‘Some customers apparently interpret the 
plan as being ‘easy’ because it functions as a substitute for the will-power 
necessary to plan ahead and save the funds with which to make a needed 
purchase. In that event the plan is ‘easy’ because it permits following the line 
of least resistance, that is, it takes the form of painless budgeting.” 

The effect of the plan on sales is of particular interest to the merchant. 
One subtile influence suggested is that it operates to hold the trade of the 
delinquent credit customer who might be otherwise tempted through a feeling 
of embarrassment to spend his cash elsewhere. An instance is quoted of one 
dealer who converted annual losses into profits because the plan enabled him 
to dispose of seasonable goods at full price during the season instead of at 
reduced prices later. 

It is suggested, however, that the supposed advantages may be temporary 
competitive advantages accruing to certain stores and that ‘“‘as a means of 
permanently increasing total volume of the clothing business, a thorough-going 
educational campaign on personal appearance would seem to offer greater 
results than the ten-payment plan.” 

An interesting speculation as to the economic aspect of instalment selling is 
given in a footnote in which the buying on credit by the consumer is likened 
to the borrowing of capital by a manufacturer, who thereby increases his 
purchasing power. The fallacy, of course, lies in overlooking the fact that the 
borrowing on the part of the manufacturer increases his wealth-producing 
power—it is merely putting idle capital to work; while the consumer utilizes 
credit not for the purpose of creating, but of consuming wealth a little ahead 
of the time he would be able to do so on a cash basis. The claim that this 
particular plan will increase the total volume of the clothing business “‘is not 
yet capable of empirical demonstration.” 

The pamphlet will be of interest to any clothing merchant contemplating 
utilizing the plan, or to the professional accountant called in consultation with 
his client on the subject. Ear. G. LEE. 


HOW TO DO RESEARCH WORK, by W.C. Scututer. Prentice-Hall, Inc., 
New York. 137 pages. 

The aim of How To Do Research Work is to make clear the approved principles 
and objective methods of modern scientific research, and to present such useful 
information in a form that will be easily understood. 

The structure of the book can be most easily understood from an inspection 
of the steps in research procedure as the author gives them, for each such step 
represents the content of a chapter. These steps are as follows: 

. Selecting the field, topic or subject for research. 

. Surveying the field to apprehend the research problem. 

. Developing a bibliography. 

. Formulating or defining the problem. 

. Differentiating the elements in the problem and outlining them. 

. Classifying the elements in the problem on the basis of their relation to 
data or evidence (direct or indirect). 
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7. Determining the data or evidence required on the basis of the elements 
in the problem. 

8. Ascertaining the availability of the data required. 

9. Testing the solvability of the problem. 

10. Collecting the data and information. 

11. Systematizing and arranging the data preparatory to their analysis. 

12. Analyzing and interpreting the data and evidence. 

13. Arranging the data for presentation. 

14. Selecting and using citations, references and footnotes. 

15. Developing the form and style of the research exposition. 

Each step in the outline above is given clear and simple treatment that 
explains why such a step is important and why it occupies the position that it 
does. Careful differentiation between principles and facts is characteristic of 
the treatment, so that the essentials of research work are stressed as such while 
being amply illustrated. Repetition of principles and of the reasons for their 
respective positions in the general outline serves as a continuous aid to memory 
and understanding. The treatment is concise enough to permit rapid com- 
prehension of important matters and yet is sufficiently exhaustive to serve as 
an excellent guide for even the highly technical and carefully supervised Doctor 
of Philosophy dissertation. The treatment is broad and not dogmatic. The 
chapters are short. The book is interesting and easy to read. 

The author states that there are many kinds of research and that the con- 
ditions, viewpoints and the like will vary with each field. He carefully 
emphasizes, however, that the principles and general methods of all research are 
the same and thus are capable of exposition in a general treatise. But because 
the author, after declaring that business and economic research may differ from 
other types of research, then uses chiefly references to business research to 
illustrate his treatment, the research worker in non-economic fields may wonder 
whether a better title for the book would not be How to Do Research Work in 
Business. But even if this slight criticism is justified, the book seems well 
worth reading, nevertheless, by anyone doing research in any field. 

Although the author utilizes good psychological principles in presenting his 
subject matter, he may, perhaps, be criticized in some cases for failure to give 
more general classification to detailed important points of principle or pro- 
cedure. The fifteen steps in general research procedure, quoted above, may 
be taken as an illustration of too elaborate classification. The detail that they 
present is great enough to confuse the reader with regard to the general regions 
that he must traverse on his way to the goal. Perhaps a general classification 
somewhat like that following would overcome the objection. 

1. Selection of the research problem. (Steps 1 to 4 inclusive.) 

2. Study of the problem regarding necessary obtainable data for solution. 

(Steps 5 to 9 inclusive.) 

3. Analysis of the data. (Steps 10 to 12 inclusive.) 

4. Presentation of conclusions obtained from the research work. (Steps 13 

to 15 inclusive.) 

If the research worker in practically any field would study each succeeding 
chapter of this book as his research work correspondingly progressed, he would 
find this little volume an able assistant. HENRY W. SWEENEY. 
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